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INTRODUCTION

IA. INTRODUCTION OF WITNESSES

MR. STARKEY, PLEASE STATE YOUR FULL NAME AND BUSINESS
ADDRESSFOR THE RECORD.
My nameis Michad Starkey. My business addressis QSl Consulting, Inc., 243

Dardenne Farms Drive, $t. Charles, Missouri 63304-1002

MR. FISCHER, PLEASE STATE YOUR FULL NAME AND BUSINESS
ADDRESSFOR THE RECORD.
My name is Warren R. Fischer. My business addressis 2500 Cherry Creek Drive

South, Suite 319, Denver, Colorado 80209.

IB. PURPOSE OF TESTIMONY

HAVE YOU PREVIOUSLY SUBMITTED TESTIMONY IN THISDOCKET?
Y es, we circulated direct testimony on May 6, 2003 regarding SBC' s proposals for
Shared and Common costs, Annua Cost Factors (“ACFS’), investment factors,
Support Asset Factors (“SAFS’), inflation and productivity factors and fill factors. We

aso circulated rebutta testimony on January 20, 2004 addressing Staff’ s proposdl to
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21

24

25

26

27

28

remove support asset costs from the inputs into non-recurring rates and recommended

that support asset costs be recovered through SBC's common cost factor.

ON WHOSE BEHALF WASTHISSURREBUTTAL TESTIMONY
PREPARED?

Thistestimony was prepared on behdf of the following clients AT&T Communications
of lllinais, Inc., WorldCom, Inc. db/aMCl (*“MCI”), McLeodUSA
Telecommunications Services, Inc., Covad Communications Company, TDS
Metrocom, LLC, RCN Tdecom Services of lllinais, LLC, Globacom, Inc., Z-Td
Communications, Inc., XO lllinais, Inc., Forte Communications, Inc., and CIMCO

Communications, Inc.

WHAT ISTHE PURPOSE OF YOUR SURREBUTTAL TESTIMONY?

The purpose of our surrebuttal testimony is to addressissues raised by the following
lllinois Bell Telephone (“SBC” or “SBC lllinois’) witnesses in their January 20, 2004
rebuttal testimony: Mr. David Barch, Mr. Timothy Dominak, Mr. William Pdmer, Mr.
James Smallwood and Mr. Randall White. We aso address issues raised by the
fallowing Illinois Commerce Commission (*1CC”) Staff witnessesin their January 20,

2004 rebutta testimony: Dr. Qin Liu and Mr. Thomas Smith.
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Our surrebuttal testimony will address the issues raised by each of these witnessesin the

context of the following categories

GLOBAL FACTOR ISSUE — REGULATED DATA
Messrs. Barch and William Pamer

SHARED AND COMMON COSTS
Messrs. Barch, Dominak, and William Pamer

ANNUAL COST FACTORSAND OTHER COST FACTORS
Mr. Barch

FILL FACTORS
Messrs. William Pamer, Smadlwood and White and Dr. Qin Liu

GLOBAL FACTOR ISSUE — REGULATED DATA

WHAT ISYOUR UNDERSTANDING OF SBC’'S CONCERN REGARDING
YOUR RECOMMENDATION TO REMOVE NON-REGULATED DATA
FROM ITSSHARED AND COMMON COST FACTORS?

SBC witnesses Messrs. Barch and William Pamer proffer rebuttal testimony attempting
to refute our testimony regarding the removd of nonregulated costs from SBC's cost
factor calculations. On pages 7-10 of hisrebuttal testimony, Mr. Barch states that SBC
deploys a single network, not a regulated network and a non-regulated network. He
also states that the FCC' s accounting rules were adopted to serve their regulatory
objectives and are not relevant for TELRIC purposes. Mr. Barch'sonly concession is

that it is necessary to adjust SBC's ACFs to remove expenses in Account 6362

3
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associated with customer premise equipment (“ CPE”) because these expenses are
attributable to assets owned by SBC's customers and not appropriately attributable to

SBC.

Mr. William Palmer focuses his criticism of our recommendation on areview of the
FCC's cost dlocation rules and the history of SBC cost studies as modified and
approved by the ICC. On pages 49 - 52 of hisrebuttd testimony, Mr. William Pamer
clamsthat financid results reported to the FCC in Automated Reporting Management
Information System (*ARMIS’) report 43-03 cannot be used as abasisfor TELRIC
cogt dlocations. Mr. William Palmer asserts that the FCC's Part 64 rules on cost
alocation between regulated and non-regulated operations result in an arbitrary amount
of cost dlocation to the non-regulated operations of SBC that is not consistent with

TELRIC objectives.

WHAT ISYOUR INITIAL RESPONSE TO THE REBUTTAL TESTIMONY
FILED BY MESSRS. BARCH AND WILLIAM PALMER ON THE ISSUE
OF NON-REGULATED COST DATA?

Our initid responseisthat Messrs. Barch and William Palmer attempt to obfuscate the
primary objective of this proceeding: for the ICC to st rates that reflect forward-
looking, least-cost assumptions for wholesale UNEs. UNEs are classified by SBC as

regulated services and should not bear any costs that are more appropriately
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attributable to SBC' s non-regulated operations. The fact that the FCC' s Part 64 cost
dlocation rules have been primarily used in traditiona ratemaking proceedings does not
render them ingpplicable in TELRIC proceedings. The FCC's cost dlocation rules
provide the ICC atool to ensure that UNES do not bear the costs of non-regulated
services, over which the ICC hasllittle regulatory price control. Mess's. Barch and
William Palmer advocate rejecting our recommendation on the basis of economic
principles, however, their pogtion isinherently incongstent with an andyss performed

by SBC's economic witness, Dr. Debra Aron.

DID DR. ARON PREPARE A SIMILAR ANALYSISUSING REGULATED/
NON-REGULATED COST ALLOCATION DATA FROM ARMIS?

Yes. On page 8 of her direct testimony, Dr. Aron explained how she used the interstate
alocation of regulated cogts as a starting point for determining UNE loop and UNE-P
costs for her comparison of SBC' s book cost to current UNE revenue. Dr. Aron
multiplied the interstate portion of common line costs contained in the ARMIS 43-01
reports by four to reverse out the effect of the FCC' s alocation (actudly, limitation) of
25% of loop costs to the interstate jurisdiction for rate purposes. Interstate costsin the
ARMIS 43-01 report are determined through the FCC' s Part 36 rules governing the
Separations process. Thetotal costs subject to separation into interstate and intrastate
juridictions are all regulated costs In fact, non-regulated costs are removed prior to

the separation process through the FCC' s Part 64 rules. Consequently, Dr. Aron’s
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caculations are based gtrictly upon regulated cogts. Dr. Aron’s andysisis consstent
with our recommendation that SBC' s shared and common cost study and dl other cost

factor studies should include only regulated costs.

WHAT ISYOUR RESPONSE TO MR. WILLIAM PALMER’'SCLAIM ON
PAGES49-50 THAT THE FCC’'SPART 64 COST ALLOCATION RULES
RESULTSIN A SIGNIFICANT DISTORTION OF THE UNDERLYING
RELATIONSHIP BETWEEN TELRIC COSTSAND THE AMOUNT OF
SHARED AND COMMON COSTSREQUIRED TO SUPPORT THE
PROVISION OF UNES?

Mr. William Pamer cdlams that the remova of non-regulated costs from SBC's shared
and common cost caculation sgnificantly distorts the shared and common cost factor
relationship and results in under-recovery of shared and common costs. He further
explains that shared and common cost |oading factors represent aratio of shared and
common cods to total long-run incremental costs as measured by TELRIC. While he
does not explicitly state how this rdationship isreflected in SBC's shared and common
cost study, he appears to describe the relationship of the pool of shared and common
costs used in SBC' s study with the direct cost denominator SBC cdculaesusing

portions of its UNE cost studies.
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Mr. William Pamer has overstated the impact of our recommended adjustment. While
he dlaims that removing non-regulated cogts will result in a sgnificant distortion and will
lead to under-recovery of SBC’s shared and common cogts, he ignores the rdatively
small adjustment depicted in Attachment MSWF-5 to our direct testimony. In our
iterative series of adjustments, remova of non-regulated costs reduced the common

cost factor by 4% or 23 basis points.' The shared cost factor is reduced by 5% or 18
basis points? No distortion occurs (much less a significant one) because the same
adjustment is made to both the direct cost denominator and the shared and common
cost numerators. Clearly, these are not significant reductions and cannot result in
ggnificant under-recovery of shared and common costs. They are, however, reductions

necessary to avoid a cross subsidy of non-regulated operations.

HOW DO YOU RESPOND TO MR. WILLIAM PALMER’SCLAIM ON
PAGES50-51 THAT THE FCC'SPART 64 COST ALLOCATION RULES
ARE BIASED TOWARDSASSIGNING ASMANY COSTSASPOSSIBLE
TO NON-REGULATED SERVICES?

Mr. William Pamer asserts that the non-regulated costs reported by SBC inits ARMIS

43-03 report do not represent the direct costs of providing non-regulated services.

The recommended common cost factor is[*** XXX% ***] after making Adjustment No. 8to remove non-
regulated costs, as compared to the [*** XXX% ***] common cost factor that results after the
cumulative effect of Adjustment Nos. 1-7.
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Instead, he claims on page 50 of his rebutta testimony that the FCC's Part 64 fully
digtributed cost methodology is*... biased in the direction of assgning as many costs as
possible to non-regulated servicesin order to ensure that non-regulated services are not
being subsidized by regulated services” It is absolutely gppropriate to remove non-
regulated expense and investment from the shared and common cost factor caculations
(aswdll asdl other factor calculations) since these factors will be applied only to
regulated costs. Aswe noted on pages 112-113 of our direct testimony, the FCC
affirmed its use of these cost alocation rules to protect ratepayers from cross
subsdization in the TELRIC erain its Account Safeguards Order. The best method
available today to remove norregulated costs is pursuant to the FCC' s cost alocation
methodology contained in its Part 64 rules. 1t is SBC's Cost Allocation Manud,
developed and proposed by SBC to the FCC, which drives cost dlocations. If SBC
believes that these cost dlocations are inherently inaccurate, SBC should work through
the FCC to correct them. Absent some affirmative proposal from SBC to remove nor+
regulated costsin away it believesis more accurate, the Commission should adopt our

recommendation based on the FCC' s existing cost rules.

The recommended shared cost factor is[*** XXX% ***] after making Adjustment No. 8 to remove non-
regulated costs, as compared to the [*** XX X% ***] shared cost factor that results after the cumulative
effect of Adjustment Nos. 1-7.
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IF TOTAL NON-REGULATED REVENUE ISLESSTHAN TOTAL NON-
REGULATED COST, DOESTHAT INDICATE THAT NON-REGULATED
SERVICESBEAR A DISPROPORTIONATE SHARE OF TOTAL COSTS?
No, not &t al. By thar very definition and nature, non-regulated services are virtudly
free from regulatory oversght. Asa practical matter, that means SBC has the freedom
to price its non-regulated services in a manner that ensures it recovers its cost and earns
an adequate profit. To the extent SBC cannot price these services even higher (or as
high asit would like to), perhapsit is the competitive pressures of the market that cause

SBC's perceived under-recovery and not an overstatement of costs.

SHARED AND COMMON COSTS

IA. Issues Affecting Both Shared and Common Costs

HTA (i). Common Cost Numerator and Denominator

ON PAGE 14 OF HISREBUTTAL TESTIMONY, MR. BARCH ASSERTS
THAT THERE ISNO MISMATCH BETWEEN SBC’'SCOMMON COST
NUMERATOR AND THE DIRECT COSTSUSED INITSCOMMON COST

DENOMINATOR. DOESMR. BARCH EXPLAIN HISPOSITION?
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No. Infact, Mr. Barch Smply reiterates the same arguments made in his direct
testimony that SBC’'s common cost numerator is forward looking based upon the very
limited number of adjustments SBC made to its book common costs. Aswe noted in
our direct testimony, however, SBC started with its book cost for al 67XX accounts
and then made three primary adjustments to these book costs in the common cost
numerator initsorigind filing to alegedly make its common cogs “forward-looking.”
First, SBC removed credits attributable to pension settlement gains recognized in 2001.
Second SBC added in a portion of support asset costs and mainframe computer costs it
determined were common in nature and should be included as common cogts. Third,
SBC redassfied its Trandtiona Benefit Obligation (TBO) liability to common costs.
Prior to reclassfying them as common cogtsin its cost studies, SBC had previoudy
recorded these amounts as direct costsin SBC's accounting system. All three
adjustments in total more than doubled the common costs booked in the 67X X
accounts ([*** $XXXXX ***] online 15 of SBC's shared and common cost study as
compared to the $157 million reflected in the series 67X X accountsin SBC's 2001
ARMIS report). Clearly, SBC has made no attempt to adjust its overhead to reflect
the amount of forward looking common costs needed to support a forward-looking
network. Instead, SBC proposesto recover agtatic pool of common cost dollars, no

matter what may happen with respect to the firm' s total output in the future.

10
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HOW ISSBC’'SCOMMON COST DENOMINATOR INCONSISTENT
WITH ITSCOMMON COST NUMERATOR?
SBC'sdirect cost denominator in the shared and common cost study is based on its
subdtitution of estimated “forward-looking” direct costs for the book costs attributable
to switching and cable & wire investment. Since the common costs used by SBC iniits
common cost numerator are not truly forward-looking in any sense of the word, the use
of “forward-looking” costsin the denominator creates a fundamenta inconsstency
between the numerator and the denominator. In Michigan Case No. U-13531, the
Michigan Public Service Commisson Staff filed comments on January 20, 2004
critiquing SBC Michigan's cost studies and TELRIC proposals. The Staff reviewed
SBC Michigan's shared and common cost study, which utilizes the same methodol ogy
and assumptions SBC Illinois usesin its shared and common cost study in this
proceeding. The Michigan Staff found the following regarding SBC Michigan's
numerator (common costs).

A review of the workpapers underlying SBC's caculation of its

shared and common factors clearly show the use of 2001

historical year embedded FCC ARMIS expenses. SBC' suse of

historical information, now over two years old, is clealy

incong stent with the Commission’ sgenera cost methodology and
cannot be accepted as forward-looking.®

See In the matter, on the Commission’ s own motion, to review the costs of telecommunications services
provided by SBC Michigan, Case No. U13531, Initial Comments of the Michigan Public Service
Commission Staff, January 20, 2004, p. 13.

11
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The Michigan Staff’ s comments on SBC Michigan’s common cost denominator (direct

costs) clearly outlined why thereisincongstency between its common cost denominator

and its common cost numerator.

Staff’ sreview of SBC'scommon cost proposa revesled amajor
flaw in the cal culation of the common cogt factor. SBC' scommon
cost proposa in effect “ guarantees’ SBC acomplete recovery of
its embedded 2001 common costs in addition to the recovery of
the additiona costs proposed by SBC for amortized TBO,

penson settlement gains dimination, and OSS testing expenses.
The mechanism employed by SBC was smple. SBC used a
denominator thet is not properly matched to its numerator. Itis
essentid to the proper determination of acommon cost factor that
both the numerator and denominator be matched in nature. The
only two workable matches for the numerator and denominator
would be either both embedded or both forward-looking. A

common cost factor cal culated using an embedded numerator and
a forward-1ooking denominator should not be dlowed. Thet is
precisdly the methodology proposed by SBC to caculate its
common cogt factor. Idedly, a common cost factor would be
determined by using both a forward-looking numerator and a
forward-1ooking denominator. SBC has not provided acaculation
of forward looking common costs that could be properly used as
the numerator. Either SBC's embedded numerator needs to be
adjusted to reflect aforward-1ooking amount of common codts, or
an embedded common cost numerator and denominator needsto
be used.*

The Michigan Staff’ s criticisms of SBC' s shared and common cost study are equally

applicable to this case.

HOW ISSBC’'SCOMMON COST DENOMINATOR INCONSISTENT

WITH THE EXTENDED TELRIC CONCEPT REFERENCED BY MR.

4

Id., p. 17.
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BARCH ASWELL ASWITH MR. BARCH’'SOWN DESCRIPTION OF
HOW TELRIC INVESTMENT ISCALCULATED?

SBC's estimate of forward-looking direct costs in the shared and common cost
denominator isinconsstent with the Commission’s Order in ICC Docket No. 98-

0396 -- to which Mr. Barch refers and rdlies upon -- because SBC's denominator
undergtates the TELRIC investment produced by its UNE cost studies. Mr. Barch cites
the Commission’ s findings on page 47 of its October 16, 2001 Order in Docket No.
98-0396 as support for SBC's proposa in this proceeding. In that Order the
Commission found that the shared and common cost |oading factors Ameritech Illinois
calculated using shared and common costs, revised for Commission-required
adjustments and relative, extended TELRICs, satisfied the Commisson’'s TELRIC
order. Mr. Barch dludesto asmilar process on page 14 of hisdirect testimony, where
he describes replacing the book vaue for investment with current replacement values
and then subgtituting forward-1ooking switching and cable & wire invesment for the
current replacement cost of these plant assets. Mr. Barch stated that this estimate of
forward-looking switching and cable & wire invesment was determined by multiplying

forward-looking per unit investments by current Illinois demand.

13
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SBC'scable & wire investment restated to current replacement cost represents
approximately 46% of its Total Plant In Service restated to current replacement cost.”
SBC cdculates the TELRIC investment of cable and wire fadilities by multiplying the
per unit investment produced by its UNE loop studies by [*** XXXXXX***] loops.
SBC claims that this number is based on 2001 data used for SBC's NECA USF
submission.® However, we reviewed loop counts for SBC lllinoisin its USF
submissions since 1998’ and were not able to find support for this number. In fact, total
loop count in the 2001 NECA USF datais approximately half amillion loops higher

than the number SBC used in its shared and common cost modd.

Further, for its per unit investment SBC uses vaues for its chegpest 2-wire loop.® In
other words, SBC estimates the cost of anetwork that is composed of only basic 2-
wire loops, thusignoring costs of its more expengve loops and services such asxDSL,
4-wire loops, DSL1 and high-capacity loops. For example, in SBC's LoopCAT studies,
cable and wire investment for 4-wire andog loops is two times higher than cable and
wire investment of a 2-wire loop, while DS1 loops require not only higher investment,

but also adifferent plant mix — more underground and conduit facilities compared to a

This percentageis calculated by dividing the current cost of cable & wireinvestment on Line 63, column H
([*** $XXXXXXX ***1) by Total Plant In Service on Line 65, column H ([*** $XXXXXXXXX ***]) on
Tab 3 — Calculations of its shared and common cost study.

SBC's Shared and Common cost study file, Tab 2-Inputs, cell B230.

Data source is the FCC web site, http://www.fcc.gov/wcb/iatd/neca.html, Universal Service Fund Data:
NECA Study Results

See Barch direct testimony, p. 14, line 292

14
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291 2-wireloop. Thisexcluson of cogts for more expensve loops causes a sgnificant

292 understatement in the amount of direct costs SBC usesin its denominator.

293

294 Because SBC' s attempt to calculate an appropriate extended TELRIC-based direct
295 cost denominator is woefully inadequate and does not result in substantiated, forward-
2% looking direct costs, our recommendation to use book investment restated to current
297 replacement cogt is the only viable datato use in SBC' s shared and common cost

298 denominator.

299

300 [IB. IssuesAffecting Common Costs

301 1B (i). Allocation of Common Costs

302

303 Q MR. BARCH CLAIMSON PAGES 15- 18 THAT AMOUNTS RECORDED
304 IN SBC’S67XX ACCOUNTSARE CLASSIC “COMMON OVERHEAD”
305 ACCOUNTSAND THAT NEARLY ALL AMOUNTSRECORDED IN

306 THESE ACCOUNTS CANNOT BE “ECONOMICALLY” ALLOCATED TO
307 MAKE THEM FORWARD-LOOKING. PLEASE COMMENT ON THIS
308 STATEMENT.

309 A. Mr. Barch clamsthat virtualy the entire amounts recorded to its 67X X accounts cannot
310 be allocated between common and direct costs. He considers amounts recorded to

311 these accounts as “classic overhead.” Thisis certainly true from an higtoric cost
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perspective. However, in aforward-looking cost proceeding such asthis one, while
historic book costs can be and are used as a starting point for aforward-looking cost
caculation, these higtoric book costs must be examined in Sgnificant detail to ascertain
(1) what costs are appropriate for recovery in any type of rate proceeding and (2)
whether alowable costs are appropriately alocated according to TELRIC principles.
For example, the revisions Mr. Barch voluntarily made a the recommendation of Staff
witness Dr. Patrick represent historic costs that it are not appropriate to includein a
forward looking cost study and to recover in aforward looking environment.

Therefore, it is unreasonable to assume — as SBC does — that the entirety of SBC's
book vauesfor its 67X X accounts represent allowable, forward-looking common costs

in this proceeding.

ON PAGE 18 OF HISREBUTTAL TESTIMONY, MR. BARCH OPINES
THAT SBC’'S67XX BOOK COSTSSHOULD BE CONSIDERED COMMON
UNLESSTHE JOINT CLECSPRESENT DETAILED EVIDENCE TO THE
CONTRARY. DO YOU AGREE WITH HISOPINION?

Absolutdy not. What Mr. Barch suggestsis a complete and dramatic shift in the burden
of proof from SBC to the Joint CLECs. This Commission has previoudy advised SBC
that it doneis required to bear the burden of proving that its proposed rates are just and

reasonable and TEL RIC-compliant under the lllinois Public Utilities Act.” Despite the

9

Id., p. 34.

16



g8 8 8 8 &

8

8

Al

342

8

S

347

349

351

352

Surrebuttal Testimony of
Michael Starkey

Warren Fischer

ICC Docket No. 02-0864

undisputed fact that SBC clearly bears the burden of proof here, the Joint CLECs have
demondtrated that SBC includes costs that should be disalowed atogether from SBC's
common cost methodology, and that certain costs included by SBC are not common
costs at al but are more appropriately allocated as direct costs. Of the series of 10
adjustments we recommended in Attachment MSWF-5 to our direct testimony, nine of
these adjustments impact the common cost caculation in someway. Our
recommended adjustments to remove SBC's TBO obligation, to add back pension
Settlement gain credits, and to remove nonregulated costs are al examples of specific
adjusments to SBC's common costs. These examples dso directly refute clams made
by Mr. William Palmer on page 43 of hisrebuttal where he stated that we made no
gpecific criticism of the amounts included in the common cost numerator or
denominator. A review of our testimony overwhelmingly demongrates that thisis far

from the truth.

MR. DOMINAK MAKESA SIMILAR CLAIM THAT THE ENTIRETY OF
SBC’'SBOOK EXPENSE IN ITS67XX ACCOUNTSSHOULD USED IN
SBC'SCOMMON COST CALCULATION. DO YOU AGREE?

No. On page 4 of Mr. Dominak’s rebuttal testimony, he asserts that the FCC's Part
32 accounting rules ... obviate the need to exclude particular entries from 67XX
account balances” Mr. Dominak gpparently believes that alocating any portion of the

67XX account balances to specific services would destroy the functiondity principle

17
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inherent in the FCC’ s Uniform System of Accounts. Mr. Dominak’ s pogition istotaly
without merit because he attempts to use the FCC's Uniform System of Accounts,
which were not crafted or designed with aforward looking, TELRIC congtruct in mind,
to unreasonably congrain the Commission’s judgment on what common costs are
appropriatein aforward-looking construct. The FCC's accounting rules are not
designed to predetermine whether cogts are just and reasonable. These rules smply
describe how costs should be recorded. Moreover, suggesting that SBC' s book 67XX
expenses should be accepted at face vaue isincongstent with previous decisions made
by this Commission and other state commissions across the country. On pages 51-52
of its Second Interim Order in Docket No. 96-0486/0569, the Commisson
gpecificaly rejected and disallowed a number of expenditures as unacceptable for cost
recovery by ether retall or wholesdle customers. The Commission disdlowed the
recovery of over $23 million in expenditures for golf tournaments, skyboxes and White
House functions as well as over $292 million in retail-related expenses.’® This amount
of over $300 million in costs had been characterized by SBC as common costs (and
SBC had proposed to recover them from CLECS) in Docket No. 96-0486/0569. Mr.
Dominak’ s recommendation, however, would preclude the remova of expensesin this

proceeding Smilar to those dready regjected by the Commission in the prior TELRIC

10

See Illinois Commer ce Commission On Its Own Motion Investigation into forward looking cost studies
and rates of Ameritech Illinois for interconnection, network elements, transport and ter mination of
traffic. Illinois Bell Telephone Company Proposed rates, terms and conditions for unbundled network
elements. Docket Nos. 96-0486/96-0569 Consolidated, Second Interim Order issued February 17, 1998, pp.
51-52. (“Second Interim Order™).
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proceeding. Mr. Dominak’ s recommendation to hamstring the ability of this
Commission to remove common costs that are ingppropriate, embedded and/or

unreasonable should be regjected out of hand.

ARE THE SHARED AND COMMON COST STUDY REVISIONSMR.
BARCH MADE IN THE REBUTTAL PHASE OF THISCASE SUFFICIENT
TO MAKE SBC’'SCOMMON COST NUMERATOR FORWARD-
LOOKING?

No. Mr. Barch adjusted SBC's shared and common cost study to incorporate the
recommendations of Staff witness Dr. Mdanie Patrick to remove OSS testing expense,
Tier 1 Remedy Payments and Digitd Divide expenses. See Barch Rebuittd, pages 75-
76. While these adjustments are certainly a step in the right direction, they are not
uffident — without more -- to make SBC's common costs forward-looking, for the

ressons outlined in our direct testimony.

EXCEPTING THE RECOMMENDATIONS OF DR. PATRICK THAT SBC
HASAGREED TO MAKE, INADDITION TO THE SPECIFIC COMMON
COST ADJUSTMENTSYOU RECOMMEND IN YOUR DIRECT
TESTIMONY, ARE THERE OTHER SPECIFIC REQUIRED
ADJUSTMENTS OF WHICH SBC ISAWARE BUT NONETHELESS

DECLINED TO MAKE?
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Yes. Inour review of SBC's common costs in another TELRIC proceeding

subsequent to the date we circulated our direct testimony in this case, SBC

acknowledged that the book balance recorded in one of its 67X X accounts was

overstated due to an accounting misclassification. In Michigan Case No. U-13531,

SBC noted that the amount it recorded to Account 6711 (Executive expense) was

abnormally high compared to amounts incurred in the years 2000 and 2002 due to an

accounting classfication error.™ Through AT& T Data Request MS-130 (reproduced

bel ow), we confirmed that same error was made by SBC Illinoisin this case.

AT& T DATA REQUEST MS-130

REQUEST

In Michigan Case No. U-13531, SBC Michigan noted that the
bal ance recorded in Account 6711 (Executive) for the year 2001
was overstated due to an accounting misclassfication. Thiswas
admitted in SBC' sresponse to AT& T Data Request ATTSBC

964 (MS-115):

AT&T DATA REQUEST MS-115IN MICHIGAN

The amount recorded by SBC Michigan for Executive
expensesin Account 6711 for the years 2000—2002is
as follows from the ARMIS 43-02 report, Table 11:

2000

2001

2002

6711 - Executive

3,707

20,621

4,273

Please identify all sources of the increase in expense
for 2001 versus the years 2000 and 2002.

' SBC acknowledged this accounting error in responseto AT& T Data Request ATTSBC 964 (MS-115).
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RESPONSE

The 2001 increase is attributable to affiliated
expenses that were inadvertently booked to 6711 in
2001. The expensesrelated to costsincurredin selling
Industry Markets products and services which should
have been charged to 6612 and costs incurred in
establishing and servicing the Industry Markets
customer accounts that should be charged to 6623
were inadvertently booked to 6711 in 2001. This
misclassification was noted subsequent to the final
closing of the books and records and was changed on
a going forward basis.

Account 6711 for SBC lllinois appears to have the same
misclassfication for the year 2001 as seen in the amounts below
from the ARMIS 43-02 report, Table I 1:

2000 2001 2002

6711 - Executive 5,098 26,038 6,889

Please confirm or deny that SBC lllinois explanation of the
variance between 2001 and the amountsin 2000 and 2002 isthe
same as SBC Michigan’s. In responding to this request, SBC
[llinois should state what the correct amount for the year 2001
should have been, and whether it will revise its Shared &
Common cost study for this accounting error.

RESPONSE (amountsin thousands)

[*** BEGIN CONFIDENTIAL ***]

19,9.9,9.9,9.9,9.9,9.9,9.9,9.9,9.9,9.9.9.9.9.9,9.9,9.9,9.9,.9.9,9.9,.0.9,4
1 9,9.9,9.9.9.9,9.9.9.9,9.9.9.9,9.9,9.9.9.9.9.9,0.9,9.9,.9.9.9.9,9.9.0.9,
1 9,9.9,9.9,9.9,9.9,9.9,9.9,9.9,9.9,9.9.9.9.9.9,9.9,9.9,9.9.9.9,9.9,.0.9,4
1 9,9.9,9.9.9.9,9.9.9.9,9.9.9.9,9.9,9.9.9.9.9.9,0.9,9.9.9.9.9.9,9.9.0.9,4
1 9,9.9,9.9,9.9,9.9,9.9,9.9,9.9.9.9,9.9.9.9.9.9,9.9,9.9,9.9.9.9,9.9.0.9,4
1 9,9.9,9.9.9.9,9.9.9.9,9.9.9.9,9.9,9.9.9.9.9.9,0.9,9.9,.9.9.9.9,9.9.0.9,
1 9,9.9,9.9,9.9,9.9,9.9,9.9,9.9,9.9,9.9.9.9.9.9,0.9,9.9,9.9,.9.9,9.9,.0.9,4
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19,9,9.9,9.9.9,9.9,9,9.9,9,9.9,0.9.9,0.9,.9,0.9,90,9.9,.9.9.9,0.9,.9,0.9,0,4

XXXXXXXXX XXX XXX XX XXXXXXKXXXXXXXXXXXXX

XXX

19,9,9.9,9,9.9,9.9,9,9.9,9,9.9,0.9.9,0.9,.9,0.9,9,9.9,.9.9,.9,0.9,.9,0.9,0,4

1:0,:9.9.9.9.9.9,9,9,9,9,9,9,.9,0,0,.0.9.9.9.9,9,9,9,9,9,.9,0,.0.90,.0.0.0.9.9.4

XXXXXX XX XXX XXX XXXXX
[*** END CONFIDENTIAL ***]
The 2001 balance in Account 6711 was $26 million as compared to $5.1 million in
2000 and $6.9 millionin 2002. SBC'sresponseto AT& T Data Request MS-130
notes that the 2001 balance should have been [*** $XXXXX ***]. Since SBC did
not become aware of this misclassfication until after it had closed its books for the year
2001, the only change SBC made was prospective to subsequent years. SBC could
have easily corrected the 2001 Account 6711 data upon which its shared and common
cost study is (in part) based in the direct phase of thiscase. SBC'sinaction on this
issuein the rebuttal phase of this caseis even more disturbing given the fact that Mr.
Barch was obvioudy aware of thiserror prior to submitting a revised shared and
common cogt study with his rebuttd testimony, yet he affirmatively chose not to make
this necessary correction. Thisis another example of an adjustment that SBC could

have and should have made had it conducted a detailed review of its 67X X accounts.

The Commission should order that this adjustment be made.
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ON PAGES 17-22 OF HISREBUTTAL TESTIMONY, MR. BARCH
ATTEMPTSTO DISCREDIT EXAMPLESOF COSTSTHAT SHOULD BE
ALLOCATED ASDIRECT COSTSTO RETAIL SERVICESOR SHOULD
BE ALLOCATED TO OTHER WHOLESALE SERVICES. HOW DO YOU
RESPOND TO MR. BARCH’SASSERTIONS?
Mr. Barch prefaces his specific criticisms of our examples by first stating on page 19 of
his rebuttal testimony that an activity does not have to advance the CLECs interests
with respect to UNEs to be considered an appropriate common cost. Mr. Barch cites
UNE legidation expenses as an example of coststhat are UNE-related and are,
therefore and in his view, appropriately recoverable through UNE rates. Aswe
previoudy noted on pages 37-38 of our direct testimony, this Commission has noted the
following:

... Moreover, we believe that in an increasingly competitive

environment it would be an ingppropriate policy to impose upon

new entrants increased costs of doing businesswhich are solely

attributable to the discretionary actions of Ameritech and which

provide no direct and essential benefit to the UNE purchaser.™
Clearly, legidation sponsored by SBC such aslllinois Senate Bill 885, which was
designed soldly to increase to rates that SBC can charge for its UNE services, provides

no direct and essentia benefit to CLECs. (Certainly, the Commission would never

alow such legidative expensesin setting retail rates.) Infact, this same standard of

12

See Second Interim Order, p. 51.
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what isand wheat is not an alowable expense for TELRIC purposes applies to the other

numerous examples discussed in our direct testimony.

HOW WOULD THE COMMISSION’'S STANDARD ON APPROPRIATE
TELRIC EXPENSESAPPLY TO LEGAL COSTSTHAT THE

COMMISSION HASPREVIOUSLY ALLOWED?

Mr. Barch describes the various legd coststhat SBC incursin the provision of UNES as
well asits other operations. The Commission previoudy found that costs associated
with interconnection negotiations, complaint cases, arbitrations and cost dockets can be
recovered through UNE rates.™®* The Commission characterized these costs as those
incurred by Ameritech Illinois to satisfy the requirements of the Act to negotiate and
arbitrate with competitors at the competitors requests. At the time Docket Nos. 96-
0486/96-0569 (consol.) was litigated, Ameritech Illinois (now SBC) was required to
incur sgnificant cogts to unbundle its network and set cost-based prices in accordance

with the Act and the FCC's Local Competition Order.

However, the circumstances are different in this proceeding than they were during the
previous TELRIC case. The Commission there set cost-based UNE rates, many of
which have been in effect Snce a least 1998. SBC has now taken the offensive by

filing cases such as this one and sponsoring legidation to increase the rates set by state

13

Id., p. 52.
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commissions across the country. It is SBC sdiscretionary actions that are causing
many of these lega expensesthat SBC incurs. The CLECs have not initiated this latest
round of litigation. CLECs should not have to pay for SBC's efforts to drive them out
of the local exchange market. Additiondly, expenses attributable to disputes cause by
SBC' s poor performance are fully within SBC's control. To the extent its poor qudity
of sarvice forces CLECsto seek legd remedies, SBC — and not the CLECs -- should

bear the cost of such dispute resolutions.

HOW DO YOU RESPOND TO MR. BARCH’SCLAIM THAT SBC’'S
ACCOUNT 6722 EXPENSES INCLUDE UNE TARIFF AND REGULATORY
COSTS?

Mr. Barch may be correct in his description of what takes place within SBC's
operations. However, SBC has provided no direct evidence that contradicts the cost
activity description provided in our direct testimony. Based on what has been filed to
date in this proceeding, SBC can point to no evidence that refutes the fact that the
magority of its externd relations cogts support or protect its retail operations and not its
wholesdle operations. Indeed, its own cost activity description confirms that these retail
costs are, in fact, contained in Account 6722. SBC has the ahility to identify those
externd relations (Account 6722) expenses that are directly attributable to itsretall
operations and those external relations expenses that are directly attributable to its

wholesae operations. We have no way of knowing whether the costs associated with
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SBC'sretall services are disproportionate to those it incurs in connection with its
wholesale services, including UNEs. SBC hasfailed to adequately disclose the
information necessary for the Commission to make a determination of alowable costs.
Consequently, SBC should be required to provide a breakdown of those costs
contained in Account 6722 that are attributable to retail and those costs contained in
Account 6722 that are attributable to wholesale servicesin generd and UNESIn

particular so that the Commission can make an informed decison.

1B (ii). Useof Avoided Cost Discount

MR. BARCH CLAIMSON PAGE 23 OF HISREBUTTAL TESTIMONY
THAT YOU HAVE NOT JUSTIFIED WHY REMOVING [*** XXX% ***]
OF COMMON COSTSTHROUGH THE AVOIDED DISCOUNT FACTOR
ISAPPROPRIATE. DO YOU AGREE?

No. Firg of dl, we noted on page 41 of our direct testimony that our recommendation
to use the avoided cost discount is conservetive because it only identifies retail costs that
would be avoided in awholesde-only environment. It does not identify those retail-like
cods that would still occur even in awholesale-only operation, such as tariff filings.
Secondly, SBC' s avoided cost methodology recognizes that a significant portion of its
total avoidable cogts is corporate operations expenses from its 67X X accounts. Inthe

currently pending TELRIC case in Michigan, SBC filed an avoidable cost study to
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revise the currently effective avoided cost discount in Michigan.** This cost study is
designed to calculate total avoided costsin athree-step process. SBC firgt calculates
the percentage of avoided direct costs as compared to total direct operating expenses.
Step two applies the direct avoided cost percentage to the total book cost of its
corporate overhead in the 67X X accounts. Step three identifies the avoided
uncollectible cogts. All three avoided cost calculations are then summed to determine

total avoidable costs.

The direct avoided cost percentage in SBC Michigan's avoided cost study isonly afew
percentage points lower than the total avoided cost discount percentage. Throughits
own avoided cost methodology, then, SBC itsdlf recognizes that a significant portion of
its common cost expense can be identified as avoidable retail costs by applying an
avoided cogst factor. We have smply used the best 1llinois- specific information available
to gpproximate SBC' s avoidable common costs in the absence of amore detailed

showing by SBC.

ISASIMILAR ADJUSTM ENT TO SBC'SCOMMON COST

DENOMINATOR REQUIRED TO REMOVE DIRECT COSTS

See In the matter, on the Commission’ s own motion, to review the costs of telecommunications services
provided by SBC Michigan, Case No. U-13531, Direct Testimony of Thomas Makarewicz, Confidential
Exhibit TIM-2,
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ATTRIBUTABLE TO RETAIL OPERATIONSASMR. BARCH CLAIMS
ON PAGE 24 OF HISREBUTTAL TESTIMONY?

Perhaps. The need for such an adjustment depends upon whether any of the accounts
SBC used in denominator contain avoidable retail cogs. To investigate the merit of Mr.
Barch's argument, we examined the avoided cost study methodology used by SBC in
itsMichigan TELRIC filing. The only account included in both SBC's common cost
denominator and its avoidable cost calculation is Account 6623 (Customer Services).
The other accounts that SBC identifies as having avoidable codts are the marketing
accounts. 6611 (Product Management), 6612 (Sales), and 6613 (Product
Advertisng). However, SBC has dready excluded the entirety of these accounts from

its denominator because these accounts are included in its shared cost numerator.

SBC considers the vast mgority of its Customer Services expense to be avoidable cost.
Therefore, asmilar adjustment could be made to remove the avoidable costs from the
common cost denominator. \While we do not have the gppropriate information to make
a specific adjustment, we removed the entire account balance to determine the impact it
would have on our recommended adjustment, hypotheticaly. Even then, our

recommendation would till result in anet reduction in SBC's common cost factor.™®

15

The common cost factor after our Adjustment No. 4 (Merger Savings) is [*** XXX% ***] and [***
XX% ***] after our origina Adjustment No. 5 (Avoided Cost Discount). Removing [*** $XXXXX***]
attributable to Account 6623 (Customer Services) from Tab 3 Calculations (SBC), cell M167, increasesthe
common cost factor in Adjustment No. 5to [*** XXX% ***], which isan increase of [*** XX***] bads
points.
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MR. WILLIAM PALMER CLAIMSON PAGES 46-47 OF HISREBUTTAL
TESTIMONY THAT YOUR PROPOSAL TO USE THE AVOIDED COST
DISCOUNT WASFOUND TO BE OVERLY SIMPLISTIC AND
METHODOLOGICALLY SUSPECT BY THISCOMMISSION IN DOCKET
NOS. 96-0486/96-0569 (CONSOL.). HASHE ACCURATELY COMPARED
YOUR PROPOSAL TO AT&T/MCI’'SPROPOSAL IN THE PREVIOUS
TELRIC CASE?

No, he hasnot. A plain reading of the entire page of the Second Interim Order that
Mr. William Palmer cites (page 49) indicates that the Commission was primarily critical
of one component of AT& T/MCI’ s forward-looking efficiency adjusment, which
applied afactor of 55% to account for the forward-looking common costs Ameritech
Illinois would incur as an efficient provider. The context of this concern was with
AT&T/MCI'scriticism of Ameritech Illinois for not having its consultant, Arthur
Andersen, conduct an efficiency review to ensure that its shared and common costs
adequately reflected the least-cost, most efficient practices and technology currently

available. We have made no such recommendation in this proceeding.

The second component of AT& T/MCI’ s recommendation in the prior case was to use
the same avoided cogt discount as we are recommending in this proceeding. While Mr.

William Pamer clams that we have recycled and dressed-up the same complaints made

29



623

624

625

626

627

628

8

641

642

Surrebuttal Testimony of
Michael Starkey

Warren Fischer

ICC Docket No. 02-0864

in Docket Nos. 96-0486/96- 0569 (consol.), the circumstances are different. Our
direct testimony contains numerous examples of specific, quantifiable adjusments that
should be made. 1t dso contains numerous examples of the types of activities that
CLECs should not have to pay for. However, it is SBC that holds the information and
the resources to identify the costs associated with such activities. Our recommendation
isonly an dternative to the type of detailed review that only SBC can perform. Itisdso
away for the Commisson to remove retail direct costs from the calculation of UNE
prices without requiring SBC to perform an independent management audit that the
Commission found to be an unreasonable requirement on page 49 of the Second

Interim Order.

ISMR.BARCH'SAND MR. WILLIAM PALMER’'SCRITICISM OF
YOUR USE OF THE AVOIDED COST DISCOUNT FACTOR TO REMOVE
RETAIL DIRECT COSTSINCONSISTENT WITH SBC'SOWN
TESTIMONY IN THISPROCEEDING?

Yes, itis. SBC witness Dr. Debra Aron also uses an avoided cost discount to remove
retail costs from ARMIS data when performing her UNE cost calculations a pages 9-
10 of her direct testimony, recognizing, as do we, that such an adjustment is necessary
and gppropriate. While Dr. Aron contends that the current avoided cost discount likely

overdates the amount of retail costsafirmislikdy to avoid, it is SBC that has the ability
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to caculate amore precise amount of avoided costs from its financia records. Absent

such information, the avoided cost discount is the best information currently available.

[IB (iii). Transition Benefit Obligation

WHAT ISTHE FUNDAMENTAL DIFFERENCE BETWEEN YOUR
POSITION AND SBC'SPOSITION ON SBC’STBO EXPENSE?

The difference between our position and SBC' s position on TBO expense can be
summarized asfollows. SBC focuses on the accounting-based impact of its obligation
to accrue for post-retirement benefits other than pensions for its current and retired base
of employees as of 1991. We focus on the forward-1ooking economic substance of

SBC's obligation.

When the Financia Accounting Standards Board (“FASB”) implemented SFAS 106
for financid reporting purposes, and as Mr. Dominak noted on page 6 of his rebuttal
testimony, the former Ameritech Corporation had a choice of immediatey recognizing
the trangtiona benefit obligation (“TBO”) created by complying with SFAS 106 or
deferring recognition over the average remaining service life of its active plan
participants. Mr. Dominak focuses on what Ameritech did to comply with FCC
requirements that the deferred recognition method be used for federal regulatory

accounting purposes. What Mr. Dominak failsto mention isthat Ameritech
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immediately recognized the entire amount of the TBO on its financial booksof
account in 1992 as disclosed in Note 4 to the consolidated financia statementsin its
1993 Form 10-K that SBC (then Ameritech) filed with the Securities Exchange
Commisson:

In adopting SFAS No. 106, the company elected toimmediately

recognize, effective January 1, 1992, the trangition obligation for

current and future retirees.  The trangition amount was $2.6

billion net of the then estimated fair vaue of plan assets of $825

million. The charge to income was $1.65 billion net of a

deferred tax benefit of $950 million. [emphasis added]
While Ameritech recorded afairly sizable expense in 1992 for the amountsit needed to
accrue to “catch-up” to its new post-retirement obligetion for financial statement
accounting purposes, it continues to recognize this one-time expense in its current
accounting records only because the FCC, in setting SBC' sinterstate rates, required it
to recognize its obligation on a draight-line bass over the average remaining service
period of active plan participants, or over 20 yearsif this period was less than 20 years.
SBC's TBO was a one-time ligbility associated with an accounting principle change that
occurred over adecade ago. Thisisnot a“forward looking” expense; ingtead itisa
non-economic cost with no cash flow implications. It is an accounting recognition of
past expenses for employee years of service prior to 1991. Certainly, these expenses

are not expected to occur, and will not occur, in the future (or, for that matter, evenin

the present).

32



8

690

691

692

693

64

695

696

697

698

699

700

701

702

703

704

705

Surrebuttal Testimony of
Michael Starkey

Warren Fischer

ICC Docket No. 02-0864

In fact, the FCC has disallowed these expenses for the purpose of setting interstate
rates. Asnoted above, in 1991, there was an accounting rule change that required
SBC and other carriersto dter the way they reflect post-retirement obligations other
than pensions (“other post-retirement employee benefits,” or OPEBS) on their books.
To make this change, carriers had to include in their accounting books a“trangtiond
benefit obligation,” which ismerely a*“catch-up” accounting mechanism meant to clearly

identify certain ligbilities related to employee work efforts prior to 1991.

This accounting change had absolutely no impact on any carrier’ s actua cashflow, nor
will it have any effect on any carrier’s cash flow in the future. Asthe FCC explained,
“LECsare not required [by SFAS 106] to change their OPEB commitments to
employees, but merdly to change the timing of the recognition of these costs on their
books.” First Report and Order, Price Cap Performance Review for Local
Exchange Carriers, 10 FCC Rcd. 8961, 307 (1995) (“1995 Price Cap
Performance Order”). “[A]lthough accounting books may have changed,” “cash flow

remains unchanged.” Id.

Accordingly, snce 1995, the FCC has prohibited any carrier from including such
OPEB-related costsin the interstate rates regulated by the FCC, because such

accounting changes have absolutely no economic cost impact. 1d. 1 308.
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Toinclude the TBO in UNE rates would violate the FCC's pricing rules which permit
“[o]nly those costs that are incurred” to be reflected in UNE rates. Local Competition

Order 1 691.

DOESTHE FCC RAO LETTER RELIED UPON BY MR. DOMINAK
DESCRIBE THE TBO AMORTIZATION ASA FORWARD-LOOKING
COST?

No. Mr. Dominak cites an FCC letter issued to Responsible Accounting Officers of the
industry carriers as evidence that the FCC considered TBO amortization to be an
ongoing expense that must be accounted for in SBC's forward-looking cost studies™
Examination of this letter reved s that the purpose of the letter was to provide guidance
on the Part 32 accounts carriers should use to record the effects of SFAS 106 on their
regulatory books of accounts.”” The FCC also prescribed the amortization period of
the trangtion obligation to be the average remaining service period of active plan
participants, or 20 yearsif this period is less than 20 years.® The fact that the FCC
required carriers to defer recognition of their TBO obligation over anumber of years

does not imply that an expense is forward-looking. An expense is consdered forward-

16

17

18

See Rebuttal Testimony of Timothy Dominak, pp. 6-7 and footnote 1 citing FCC RAO Letter 20 released
May 4, 1992. Thisletter isincluded as Attachment MS/WF-22 to our surrebuttal testimony.

See In the Matter of Southwestern Bell and GTE, Notification of Intent to Adopt Statement of Financial
Accounting Standards No. 106, Employers’ Accounting for Postretirement Benefits other than Pensions
CC Docket No. AAD 91-80, released December 26, 1991; FCC RAO Letter 20, released May 4, 1992, p. 1,
included as Attachment M S/WF-22.

Id., p. 2.
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looking in a TELRIC congtruct if it reflects what an efficient carrier would incur today to
provison UNESs. It does not and should not reflect SBC' s recovery of obligations

deferred for regulatory purposes.

SincethisRAO Letter wasissued in 1992, it preceded the Telecommunications Act of
1996 and the FCC's cregtion of TELRIC principles for determining forward-looking
cogts of unbundled network eements. Instead, the guidance issued by the FCC was to
ensure congstency among carriers reporting to the FCC for interstate ratemaking
purposes. While Mr. Dominak contends that the FCC'’ s deferred recognition
requirement somehow implies that the FCC considers this obligation to be forward-

looking, our review of this letter finds no such implication whatsoever.

DOESMR. DOMINAK’SRELIANCE UPON THE FCC'SRAO LETTER 20
RAISE ANOTHER ISSUE THAT CONTRADICTS SBC’'STBO PROPOSAL
IN THISPROCEEDING?

Yes, it does. While Mr. Dominak is adamant about his interpretation of the FCC's
intent on page 7 of hisrebuttal testimony, he failsto note that SBC's proposd in this
proceeding diverges from the FCC' s prescribed accounting guidance. Mr. Dominak
notes that the recognized expense from the TBO obligation is spread over plant specific
accounts based on the work performed. Y et SBC chose to remove the expense it

recorded to these plant specific accounts for accounting purposes and add the entirety
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of the expense to its common cost caculation. This contradicts the FCC' s accounting
guiddines. SBC cannot use the FCC' s accounting guidance to buttress SBC's
forward-1ooking classfication of TBO and then disregard that same accounting
guidance to reclassify the recognized TBO asit seesfit. Thus, the TBO should be
excluded atogether from SBC's cost studies because it is not forward looking. To the
extent the Commission disagrees, these expenses should remain in their current accounts

and should not be reclassfied as common costs.

ARE THE PREVIOUS COMMISSION DECISIONSALLOWING TBO
EXPENSE RELEVANT IN THISPROCEEDING?

No. Mr. Dominak cites to previous Commission decisons on page 8 of his rebuttal
testimony. In each instance cited, the decision was rendered prior to the date of the
Act. None of these decisions were in proceedings decided in accordance with
forward-looking TELRIC principles. Instead, they al appear to have been traditiona
ratemaking proceedings based on embedded or accounting costs. Certainly, the
electric utility rate decisons cited by Mr. Dominak have no gpplicability to setting rates
inaTELRIC context. Therefore, the Commission should give no weight to these prior

decisonsin this proceeding.

1B (iv). Pension Settlement Gains/L osses
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WHAT ISTHE FUNDAMENTAL DIFFERENCE BETWEEN YOUR
POSITION AND SBC’'SPOSITION ON RECOGNIZING PENSION
SETTLEMENT GAINS?

Asnoted in our direct testimony, SBC has consstently experienced pension settlement
gains of varying amounts from at least 1987 through 2001.*° This congistent history of
pension settlement gain activity refutes the position taken by Messrs. Dominak and
Barch that such gains are anomaous and are not likely to occur in the future. According
to SBC, pengon settlement gains are anomaous and are not likely to occur in the future
because pengon investment gains are expected to be sgnificantly lower than what
SBC's pension plans earned in the 1990s.® Additiondly, SBC bdlievesthat the
triggering events required to recognize deferred penson gains are not likely to occur in

the future

WHY, IN YOUR OPINION, ISSBC ISLIKELY TO EXPERIENCE
PENSION SETTLEMENT GAINSIN THE FUTURE, DESPITE MR.
DOMINAK’SPOSITION TO THE CONTRARY?

In addition to SBC's congstent history of recognizing pension settlement gain credits,
the underlying determinants for recognizing such gains are likely to return in the future.

One of the determinants that Mr. Dominak focuses on is the unrecognized gain or loss

19

20

See SBC' sresponse to Staff Data Request TQS 1.02.
See rebuttal testimony of Timothy Dominak, p. 12.
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that accumulates based upon actua pension expenses and investment returns. The
following information provided by SBC in response to discovery in AT& T Data
Request MS-125 and in AT& T Data Request ATTSBC 904 (MS-103) from Michigan
Case No. U-13531 discloses the unrecognized pension net (gains) or losses for the
SBC Midwest from 1998, 1999, 2001, 2002 and 2003. Although it was requested in
the Michigan data request, SBC omitted the same information for 2000.

[*** BEGIN CONFIDENTIAL ***]

1,9,9,9.9,9.9.9,9.9,.9,9.9,9,9.9,9.9.9,9.9,9,9.9,9,9.9,9,.9:9,9.9.9,9.9,9.9.9,.9,0.9,0.9.9,.0.9.0.¢

[*** END CONFIDENTIAL ***]

This information does show that SBC Midwest’ s unrecognized pension gains turned to
losses gtarting in 2002. However, the unrecognized losses have begun to decline.
These unrecognized gains and losses have a direct corrdation with investment returns
from the stock market. The abnormaly high market vauations of the late 1990s
became abnormaly low vauations in 2001 and 2002 due to the generd marked decline

in stock pricesin the latter years. However, the sock market has stabilized and is

21

Id., p. 14.
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beginning to show an upward trend again as reflected in the trend of the S& P 500

Index.

TREND IN S&P 500 INDEX

1,600

o e ~_
P N

800 >

600

400

200

1996 1997 1998 1999 2000 2001 2002 2003

12/31/1996 | 12/31/1997 | 12/31/1998 | 12/31/1999 | 12/31/2000 | 12/31/2001 | 12/31/2002 | 12/31/2003

S&P 500 INDEX 741 970 1,229 1,469 1,320 1,148 880 1,112

WHAT ISTHE SECOND DETERMINANT OF PENSION SETTLEMENT
ACTIVITY THAT YOU ALLUDE TO ABOVE?

The second determinart is the triggering event that causes recognition of penson gains
and losses. Lump-sum pension payments due to large numbers of SBC employees
taking pengon buy-outs have historicaly caused SBC to recognize large pension
sttlement gains. To the extent SBC continues to streamline its workforce through

additiond job diminations and buyouts such as its reduction of 20,000 positionsin
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2002% and the 3,400 additional jobsit cut through the 3 Quarter of 2003%, pension
Settlement activity is likely to continue throughout the study period for determining UNE
rates. Infact, SBC said it expected force reductions to accelerate from 3 Quarter
2003 year-to-date levels through 2004.* Consequently, if SBC's unrecognized
pension loss Stuation continues to decline or reverse into again pogtion, SBCislikdy

to experience pengon seitlement gains again.

WHY ISYOUR ORIGINAL RECOMMENDATION TO AVERAGE
PENSION SETTLEMENT GAINSBACK TO 1987 STILL REASONABLE?
Our recommendeation to include the average pension settlement gain from 1987 through
2001 is an attempt to smooth SBC's actua experience with such gains. It representsa
longer period of actua experience than the most recent two years, upon which SBC

wants the Commission to focus.

DOESMR. DOMINAK’SPOSITION THAT CONCURRENT PENSION
SETTLEMENT LOSSESSHOULD ALSO BE FACTORED INTO ANY
AVERAGE CALCULATION HAVE MERIT?

Y es, but only to the extent Mr. Dominak can adequately explain why settlement losses

would occur in the same year that SBC shows a net penson settlement gain and if such

22

23

See SBC Communications, Inc. 2002 Annual Report, p. 2.
See SBC Investor Briefing for 3 Quarter 2003, p. 3.
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losses are recorded in Account 6728 (General & Administrative), asthe penson
settlement gainsare. When SBC provided its pension settlement gain information during
the direct phase of this case, it gave no indication that it reflected gross pension
Settlement activity instead of net pengion settlement activity. Only in Mr. Dominak’s
rebuttal testimony did SBC mention the existence of offsetting curtaillment losses.
Consequently, we issued AT& T Data Request MS-124 to ascertain why SBC's
previous response to Staff Data Requests TQS 1.01 and TQS 1.02 did not include
such losses. Mr. Dominak’ s response to this data request indicated that the pension
settlement gain amounts for 1999 and 2000 in Staff Data Requests TQS 1.01 and 1.02
did reflect penson settlement gains net of curtailment losses. Mr. Dominak then
acknowledged that these losses were double counted in Schedules TD-R1 and TD-R2
to his rebutta testimony. Consequently, Mr. Dominak submitted revised Schedules
TD-R1 and TD-R2 with this data response to correct the error. If the remaining
information provided by Mr. Domingk in revised Schedules TD-R1 and TD-R2 is
accurate, then it would be appropriate to average the net pension settlement activity.

Doing so would result in areduced credit to Account 6728, but it would not eiminate it.

24

Id., p. 3.
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853 [1C. Issues Affecting Shared Costs

854 HC(i). Defining Wholesale Shared Costs

855

856 Q. ON PAGES 32-34 OF HISREBUTTAL TESTIMONY, MR. BARCH

857 DEFENDSHISPROPOSAL TO USE THE ENTIRETY OF SBC'S

858 WHOLESALE MARKETING COSTSIN THE SHARED COST

859 NUMERATOR TO DEVELOP SBC'SSHARED COST FACTOR? DO YOU
860 AGREE WITH HISJUSTIFICATON?

861 A. No. At the heart of SBC' s decision to use the entirety of its wholesale marketing costs
862 to develop the marketing cost portion of its shared cost factor is the fact that SBC made
863 a conscious business decision not to develop amethod for tracking those marketing

864 costs — and only those marketing costs — that are attributable to the UNEs it provides.
865 Mr. Barch clams that there is no practical business reason for SBC to do so. This

866 satement epitomizes SBC' strueintent: to disregard UNE and resade services sold to
867 competitors as a significant component of SBC's suite of products because dl of SBC's
868 efforts are designed to minimize the use of UNE and resde services. |If SBC believed
869 that UNE and resale services were worth tracking as a separate product line, it would
870 not hesitate to devel op the systems necessary to track the revenue, expenses and

871 profitability associated with the provison of such services.

872
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Mr. Barch aso attempts to justify his position by explaining how services sold to
CLECs proportionately account for more of SBC's wholesale marketing costs than its
more mature services, such as switched and specid access. Mr. Barch concludes his
discussion by speculating that SBC' s shared cost methodology probably understates the
marketing expense attributable to CLEC services. Thismay or may not be true, but the
essence of Mr. Barch' stestimony is that the Commission should trust his judgment and
experience in lieu of making an informed decision based on objective, quantifiable and
veified information. By not disclosing what cods (if any) SBC actudly incursto
provide marketing support for UNE sarvices, it deprives the CLECs and the
Commission of the opportunity to adequately examine and critique SBC's costs to
determine whether they are gppropriate to include in SBC' s shared cost factor. Just as
this Commission has previoudy disdlowed certain expenditures in SBC's common cost
study because SBC hasfailed to prove that they are appropriate and/or has failed to
quantify them,”® so should SBC's marketing costs be rejected. Without verifiable cost
support to identify appropriate UNE-marketing cogts, one viable dternative — and the
one we recommend — is to estimate the amount of marketing costs attributable to

UNEs.

25

See Second Interim Order, pp. 50-51.
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ON PAGES 34-36 OF HISREBUTTAL TESTIMONY, MR. BARCH
DISMISSES YOUR USE OF UNE REVENUE AS AN APPROPRIATE COST
ALLOCATOR. PLEASE RESPOND.

Absent the cost detail by wholesale product line that SBC has chosen to not produce,
we used revenue as a cost alocator because afirm's decision to expend money on
marketing functionsis usudly based on the amount of revenue the firm expectsto
generate from those activities. Occasondly, the relationship isindirect, such aswhen a
company sponsors agolf tournament or aretreet for its cusomersin the hope of
generating goodwill to retain those customers. Other times the relationship is direct,
such as where product management expenses are incurred in direct support of the
company’s product line. Instead of disdlowing al wholesae marketing costsin
caculaing a shared cost factor, our recommended approach provides the Commission
aviable dternative by which to identify UNE-related marketing costs in the absence of

the verifiable cost data SBC has refused to provide.

DID MR. BARCH MISCHARACTERIZE A RECENT RULING BY THE
INDIANA UTILITY REGULATORY COMMISSION IN A COMPARABLE
TELRIC PROCEEDING?

Yes, hedid. On page 35 of hisrebuttd testimony, Mr. Barch cites the Indiana
Commission’s ruling on the use of UNE revenue rather than direct costsin the shared

cost denominator as support for his position not to use revenue as a cost alocator.
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Contrary to Mr. Barch’ s testimony, the Indiana Commission was sillent on our proposal
to alocate wholesale marketing costs to UNE products via the ratio of UNE revenue to
wholesde revenue. Instead, the Indiana Commission’sfindings refer to a proposal we
made in Indiana that we did not make in our direct testimony in this proceeding. In
Indiana Cause No. 42393, we recommended replacing wholesde direct costs in the
shared cost denominator with UNE revenue because we used UNE revenue to dlocate
both SBC' s wholesde marketing costs and its wholesale uncollectible costs. The use of
UNE revenue in the denominator ensured cons stency with our recommended

adjustments to the shared cost numerator in Indiana.

WHY DID YOU NOT RECOMMEND USING UNE REVENUE ASTHE
SHARED COST DENOMINATOR IN YOUR DIRECT TESTIMONY IN
THISPROCEEDING?

We did not subgtitute SBC' s wholesale direct costs with UNE revenue in our direct
testimony because we did not have sufficient and accurate information to do so at the
time. InIndiana Cause No. 42393, SBC Indiana provided detailed information on
revenue by wholesale product in response to discovery that enabled us to make the
necessary caculation. The same data request was made in this proceeding (Joint
CLEC Data Request 6-8), but SBC had not responded to this request before this case

was abated. Consequently, we made no change to SBC's shared cost denominator
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other than to flow through the adjustments we made to the common cost factor

caculation.

DO YOU RECOMMEND THAT THISSAME ADJUSTMENT BE MADE IN
THISPROCEEDING?

Y es, we do for consstency with our other recommended adjustment to SBC's shared
cods. Theinformation required to make this adjustment is now available snce SBC has
responded to Joint CLEC Data Request 6-8. This recommendation favors SBC
because it increases the shared cost factor. This increase occurs because UNE revenue
islessthan SBC' s wholesale direct costs by dmost 50%. A smaller shared cost

denominator resultsin alarger shared cost factor.

WHAT IMPORTANT ISSUE DID MR. BARCH OMIT INHISCITATION
TO THE INDIANA COMMISSION’S ORDER IN CAUSE NO. 423937
In the same paragraph that Mr. Barch cites from the IURC' s order in Cause No.
42393, the Indiana Commisson stated the following:

However, we dso find that SBC should put in place accounting

practices that will alow it to dlocate its wholesde costs among
different types of wholesale products (i.e. UNE vs. non-UNE).

26

See In the Matter of the Commission Investigation and Generic Proceeding of Rates and Unbundled
Network Elements and Collocation for Indiana Bell Telephone Company, Incorporated d/b/a SBC
Indiana Pursuant to the Telecommunications Act of 1996 and Related Indiana Statutes, |lURC CauseNo.
42393, order approved January 5, 2004, p. 141.
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Clearly, the lURC shared our concerns over the lack of detailed cost information
specific to SBC's UNE services. The ICC should require SBC to produce such
information in future TELRIC proceedings and to adopt our recommendations as an

dternative solution in the interim for purposes of this case.
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[ C (ii). Wholesale Marketing

MR. BARCH CONTENDSTHAT REDUCING THE WHOLESALE
MARKETING COSTSUSED IN SBC'SSHARED COST FACTOR IS
INAPPROPRIATE. ISHE CORRECT?

No. Mr. Barch claims on pages 38-40 of hisrebuttal testimony that dl of SBC's
wholesde marketing codts (i.e., the marketing costs for dl of its wholesde services, of
which UNEs are only asmal part) are gppropriately included in SBC's shared cost
factor. Aswe discussed in the previous section of our rebuttal testimony, 11C (i),
entitled Defining Wholesale Shared Costs, SBC uses the entirety of itswholesde
marketing costs because SBC has not developed the processes necessary to track
UNE-specific costs. Consequently, the recommendations made by the Joint CLECs
and Staff were attempts to determine the portion of SBC’swholesale cogtsthat are
attributable to UNEs. To the extent SBC's wholesale marketing costs include the costs
SBC has incurred to support its current TELRIC casefilingsin lllinois and dl other
SBC Midwest states, such as the litigation support costs attributable to SBC witness
Michadl Silver cited by Mr. Barch,?” these costs should be disallowed. These cases are
filed & SBC' s discretion solely to increase currently effective UNE rates. To the best
of our knowledge, SBC is not required to file these updated UNE cost studiesin any

state proceeding.

27

Seerebuittal testimony of David Barch, p. 38.



977

978

979

981

982

8

3

3

8

991

992

8

995

997

Surrebuttal Testimony of
Michael Starkey

Warren Fischer

ICC Docket No. 02-0864

[I1C (iii). Wholesale Uncollectibles

WHAT ISTHE FUNDAMENTAL DIFFERENCE BETWEEN MR.
DOMINAK’SREBUTTAL TESTIMONY ON “WHOLESALE
UNCOLLECTIBLE COST” AND THE RECOMMENDATIONSIN YOUR
DIRECT TESTIMONY?

The fundamenta difference in our two positionsisthat Mr. Dominak’ s approach
focuses on SBC's charges to account 5301, which estimates potentia bad debt in
conformance with Generadly Accepted Accounting Principles (“GAAP”) rather than
focusng —aswe do -- onthe actual (rather than estimated) economic loss SBC incurs
asaresult of bad debt. SBC'struelossis reflected by the amounts SBC actudly writes
off in agiven year or years. The accounting procedures described by Mr. Dominak on
pages 18-19 of his rebutta testimony outline how SBC estimates what portion of its
accounts receivable will become uncollectible. SBC uses a snapshot in time (2001 bad
debt expense) to approximate what bad debt SBC may have to write-off in the future.
However, SBC's “Wholesae Uncollectibles Cogt” fails to provide an accurate picture
of the tota revenue SBC actudly foregoes as aresult of its estimated uncollectibles.
Rather, SBC’s study includes only those amounts originaly estimated as uncollectible,
and fails to account for the fact that no economic loss occurs unless and until SBC

writes off the recaivable. In other words, SBC's shared cost caculation fails to account

49



Surrebuttal Testimony of
Michael Starkey

Warren Fischer

ICC Docket No. 02-0864

998 for the portion of the year-end Account 5301 baance that SBC ultimately collects or

999 never writes off, thereby overstating SBC' s shared costs.
1000
1001 Q. MR. DOMINAK CONTENDSTHAT WHOLESALE CUSTOMERSARE
1002 MORE PRONE TO GOING OUT OF BUSINESSTHAN SBC'SRETAIL
1003 CUSTOMERS, WHILE OWING SBC LARGE AMOUNTS OF MONEY.
1004 DOESHE SUPPORT THISASSERTION?
1005 A. Mr. Dominak fails to support the assertion made on pages 18-19 of hisrebuttal
1006 testimony that wholesae customers are prone to going out of business or bankruptcy
1007 while owing SBC large amounts of money. Inresponseto AT& T Data Request MS-
1008 126, Mr. Dominak provided a schedule for 2003 that shows that the average revenue
1009 from the top 10 wholesale customersis sgnificantly larger than for the top 10 retail
1010 customers. While wholesde write-offs appear to represent alarger percentage of
1011 wholesae revenue than retall write-offs do as a percentage of retail revenue, he focuses
1012 on bankruptcy filings from a different year, 2001, to support his clam. The year 2001
1013 was an exceptionally difficult year for CLECs. Mr. Dominak should have provided
1014 bankruptcy filing data for a greater number of years (i.e. 1998-2003) to adequately
1015 demondtrate that wholesde customers present a higher financia risk on ayear over year
1016 bass. Mr. Dominak cannot reach his broad based conclusion by focusing on amere
1017 snapshot in time — particularly one that was a particularly bad year for CLEC
1018 bankruptcies and defaullts.
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ON PAGES 22-25 OF HISREBUTTAL TESTIMONY, MR. DOMINAK
CRITICIZES YOUR USE OF UNCOLLECTIBLE EXPENSE DATA FROM
1998-2000 ASLESS MEANINGFUL THAN DATA FROM 2001 AND 2002.
WHAT ISYOUR RESPONSE?

Mr. Dominak chooses to focus on SBC' s bad debt expense for the years 2001 and
2002 as the most relevant indicator of SBC's current trends (contrary to the above
discussion regarding bankruptcies, where he chooses to focus on 2003). In doing o,
Mr. Dominak is aso guilty of excluding even more recent data that indicates that SBC's
bad debt expense trends are reversing. Additionaly, SBC's use of bad debt expense
derived from its application of the alowance method as a measure of its expected losses

does not reflect actions that SBC has taken to mitigate those expected losses.

DOESSBC ILLINOISHAVE MORE RECENT FINANCIAL
INFORMATION THAT SHOWSITSBAD DEBT EXPENSE TREND IS
REVERSING?

Yes, itdoes. Inresponseto AT& T Data Request MS-128, SBC provided its
wholesale write-offs and bad debt expense for 2003. While write-offswere virtualy
the same as those recorded in 2002, SBC Illinois s bad debt expense from its use of the

alowance method declined significantly from 2001 and 2002 to 2003.
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[*** BEGIN CONFIDENTIAL ***]

[*** END CONFIDENTIAL ***]

WHAT OTHER INFORMATION DO YOU HAVE THAT CORROBORATES
YOUR CLAIM THAT SBC'SBAD DEBT EXPENSE TREND IS
REVERSING AND THAT SBC EMPLOYSOTHER METHODSTO
MITIGATE ITS FINANCIAL LOSSES?
We examined information SBC filed with the SEC and found that SBC' s bad debt
trends for the whole of SBC (and not just SBC Illinois) are reversing. We aso found
that SBC has found ways to mitigate most of the financia loss it expectsto incur from a
large portion of its wholesale bad debt expense attributable to the WorldCom
bankruptcy. Note the following excerpt from SBC's Form 10-K for 2002;

Other Business Matters (dollarsin millions)

WorldCom Bankruptcy On July 21, 2002, WorldCom and

more than 170 related entities filed petitions for reorganization

under Chapter 11 of the United States Bankruptcy Code. Our

receivables from WorldCom as of the bankruptcy filing were

approximately $320. At December 31, 2002, we had reserves of

approximately $165 related to thet filing. In addition to the

reserves, we arewithholding payments on amountswe owed
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WorldCom as of the filing date that equal or exceed the
remaining $155. These withholdings relate primarily to
amounts collected from WorldCom's long-distance
customers in our role as hilling agent and other general
payables. The bankruptcy court has recognized that some
providers, including our subsidiaries, have certain rightsto
offset such pre-bankruptcy amounts they owe WorldCom
against unpaid pre-bankruptcy charges WorldCom owes
these providers.

The court has a so directed WorldCom to negotiate post- petition
offset arrangements with these providers. We estimate our post-
petition billing to WorldCom to be approximately $160 per
month To date, WorldCom has paid its post-petition
obligations to us on a timely basis.”? (emphasis added)

According to SBC, it has withheld long distance payments owed to WorldCom (as its
billing agent) to offset amogt half of the receivables owed to SBC from WorldCom as

of the date of WorldCom's bankruptcy filing. SBC has aso acknowledged that

WorldCom has been paying its post- petition obligations on atimely bass.

To see whether SBC' s experience with WorldCom remained stable or had improved,
we reviewed SBC's 3" Quarter 2003 Form 10-Q and noted the following (dollarsin
millions):

...At September 30, 2003, we had approximately $320 in

receivables and reserves of which approximately $112 related to

the WorldCom bankruptcy filing.

In addition to the reserves, we are withholding payments on
amounts we owed WorldCom as of its bankruptcy filing date that

28

See SBC Communications Inc. Form 10-K, For the Fisca Y ear Ended December 31, 2002, released March 14,
2003, Management’ s Discussion and Analysis of Financial Condition and Results of Operations
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equa or exceed our remaining net receivable. Thesewithholdings

relate primarily to amounts collected from WorldCom's long-

distance customers in our role as billing agent and other generd

payables. We estimate our post- petition hilling to WorldCom to

be gpproximately $160 per month. To date, WorldCom generaly

has paid its post-petition obligations to us on atimely basis®
Not only has WorldCom continued to pay its obligations in atimely manner, but SBC
continues to withhold long distance payments owed to WorldCom, and the reserve
related to the WorldCom bankruptcy has declined from $165 million at December 31,
2002 to $112 million at September 30, 2003. Additiondly, overdl industry trends
appear to beimproving for SBC, as noted below (dollarsin millions):

Our provision for uncollectible accounts decreased gpproximately

$135in thethird quarter and $383 for thefirst nine months, aswe

continued to experience fewer losses from our retail cusomers

and a decrease in bankruptcy filings by our wholesale

customers.®
While the above citation isfor SBC's Wireline business segment (SBC'slargest), SBC
does not produce a balance sheet by segment that is necessary to ascertain the
percentage change in the Wireline segment’ s bad debt reserve. However, the SBC

Communications Inc. Consolidated Balance Shests as of September 30, 2003 and

December 31, 2002 do provide bad debt reserve amounts. As of September 30, the

29

30

See SBC Communications Inc., Form 10Q, 3rd Quarter 2003; Other Business Matters, first and second
paragraphs.

SBC Communications, Inc., Form 10Q, 3rd Quarter 2003; Wir eline Segment Results, Selling, Genera and
Administrative Expenses, third paragraph.
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reserve in 2003 has declined by 26% from year end 2002.3* 1n November 2003, SBC
noted that its bad debt was down 41% from the prior year.** Clearly, the primary
justification behind SBC' s reliance on wholesae bad debt expense to support its cost
sudiesin this case, reserves for CLEC bankruptcies, is no longer sustainable. Instead,
the ICC should require SBC to use an average of its actud write-offs for 1998-2003 in

its shared cost calculation

WASYOUR ORIGINAL RECOMMENDED ADJUSTMENT BASED UPON
AVERAGE WRITE-OFFS?

It wasin part. However, the primary focus of our origind adjustment was on alinear
trend of SBC' s bad debt expense adjusted for projected recoveries. To rectify any
inaccuracies that may occur as aresult of estimating the portion of SBC' s bad debt
expense that is recoverable, we recommend modifying our original recommendetion to
focus ingtead on using an average of the write-offs that SBC has actudly experienced.
This represents the rea economic lossthat SBC hasincurred. The following andyss
calculates the average write-offs SBC has recorded from 1998 — 2003 and reflects a
revison of the amounts originaly caculated in Attachment MSWF-6 to our direct

testimony. It increases the wholesale uncollectible cost amount from the [*** $XXXX

31

32

See SBC's 2002 10K, Consolidated Balance Sheets, Allowances for Uncollectibles of $1,056,000,000 versus
$1,457,000,000 as of September 30, 2003 and December 31, 2002, respectively.

See Final Transcript of SBC Communications Analyst Mesting, November 13, 2003, p. 8. Thetranscriptis
produced by CCBNStreetEvents and included as Attachment M S/WF-20.
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***] we recommended in Adjustment No. 7 in Attachment MS/WF-5 to our direct
testimony to [*** $XXXXX ***]. However, it isdill Sgnificantly lessthan SBC's
proposa to used 2001 bad debt expense of [*** SXXXXXX ***].

[*** BEGIN CONFIDENTIAL ***]

[*** END CONFIDENTIAL ***]

Q. WHY ISIT APPROPRIATE TO AVERAGE THE WRITE-OFFSIN

ACCOUNT 1181 ON A SIX-YEAR BASISINSTEAD OF USING ONLY THE

AMOUNTSFOR THE 2001 TEST YEAR?

A. It is gppropriate to average the write-offs SBC has experienced over the last Six years

because write-offs, by their very nature, fluctuate with economic trendsin the
telecommunications industry aswedl as generd economic trends. Using an average will
smooth out unusud fluctuations that may have occurred due to the rapid economic
growth in the late 1990s and the severe economic downturn during the period 2000 —

2002.
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ARE THERE ANY OTHER ADJUSTMENTSTHAT SHOULD BE MADE
TO YOUR ORIGINAL RECOMMENDATIONSON WHOLESALE
UNCOLLECTIBLE COSTS?

Yes. Adjustment No. 8 in Attachment MSWF-5 to our direct testimony further
reduced our recommended wholesale uncollectible cost by removing costs attributable
to SBC' s non-regulated operations. Because our adjusted uncollectible cost was
aready based on regulated-only data, no adjustment was necessary to remove non-
regulated cost from this amount. Our revised uncollectible cost based upon the average
write-offs experienced by SBC — discussed above -- is properly stated and can be

used to replace our origina recommended amount without any further adjustiment.

ANNUAL COST FACTORSAND OTHER COST FACTORS

I1A. IssuesAffecting Annual Cost Factors

[ITA (i).  Network Utilization Adjustment Factor

ON PAGES40-43 OF HISREBUTTAL TESTIMONY, MR. BARCH
ATTEMPTSTO JUSTIFY SBC'SPROPOSED NETWORK UTILIZATION
ADJUSTMENT FACTOR METHODOLOGY. ISHISRATIONALE

ACCURATE?
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No, itisnot. Firg of dl, Mr. Barch'sjudtification rdies upon an analysis he should have
submitted with his direct testimony to support his very limited discusson of SBC's
proposed network utilization factor adjustment methodology. Secondly, Mr. Barch
attempts to focus the Commission’ s atention on the constant per-unit operating costs

that result from gpplying SBC's network utilization factor methodology.

PLEASE ADDRESSMR. BARCH'SASSERTION THAT THE NETWORK
UTILIZATION ALGORITHM INCREASES THE MAINTENANCE AND
OTHER EXPENSE FACTORSBUT NOT THE PER UNIT MAINTENANCE
COST.

There aretwo primary — and fatd -- flawsin Mr. Barch'stheory. First, SBC has
chosen to use an expense-to-investment ratio methodology (ACFs) to estimate its
forward-1ooking expenses. The factor methodology assumes there is ardationship
between expense and investment. This relationship assumes that the expenseisa
dependent variable of the investment; that is, asinvestment changes, so does expense.
SBC' s network utilization factor breaks this relationship, and dlows SBC to recover
the same leve of per unit maintenance and other expenses, regardless of the amount of

investment.

Second, Mr. Barch' s theory that per unit maintenance costs should remain the sameis

predicated on the assumption that SBC' s forward-1ooking network will require the

538



1192

1193

1194

1195

1196

1197

1198

1199

1210

1211

Surrebuttal Testimony of
Michael Starkey

Warren Fischer

ICC Docket No. 02-0864

same number of facilitiesthat exist today. However, aforward-looking network is
constructed using a carrier’ s exigting footprint and the mogt efficient, forward-looking,
currently available technology. If ateam of SBC network engineers were told to
congtruct a network with an effective utilization rate of 80%, the network they would
congtruct would not have nearly as many facilitiesin place as SBC does today, with fill
factors dlegedly aslow as[*** XX% ***]. For example, assuming hypotheticaly that
SBC has an existing 600-pair cable that produces its current maintenance expense, an
efficient, forward-looking network would likely only require a 300-pair network
because of the higher fill factor. Thet is, because more of the facilities are filled with use,
fewer of them are required. With haf as many facilities, SBC should incur less

mai ntenance expense.

SHOULD THE COMMISSION ALLOW SBC TO INCLUDE ITS
UTILIZATION/MAINTENANCE ALGORITHM INITSACF MODEL?

No, for severa reasons, not the least of which isthat SBC has smply failed to
demondrate its validity. SBC has not discussed, much less demondtrated, that its
maintenance expenses increase on alinear basis asits network utilization levels increase.
In sum, SBC' s entire dgorithm is theoretically and economically unsound, and must be

rejected.
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Incremental increases in uilization are not likely to cause incrementa increasesin
maintenance cods (i.e, alinear relationship) until the level of utilization reaches avery
high level. By adopting target fill factors, the Commission has already recognized that a
levd of utilization exists beyond which maintenance costs will increase a arate higher
than increasad investment for new plant. That leve of utilization isthe leve represented
by the currently effective target fill factors that were adopted by this Commission, and
which remain vaid and forward-looking today. The use of target fill factors ensures that
UNE rates are not based on fill factors higher than the level a which this economic
crossover point is reached and at which increased maintenance costs are incurred.
Thus, it is unreasonable to assume that a linear relationship exists between utilization
levels and maintenance expenses at the extremey low (and non-TELRIC-compliant) fill
factors SBC usesin its cost studies. SBC' s dgorithm must therefore be rgjected as

unsupportable, unreasonable and improper.

[ITA (i1). Service Order Activity Adjustment

ON PAGES47-48 OF HISREBUTTAL TESTIMONY, MR. BARCH
CLAIMSTHAT AN ILLINOIS-SPECIFIC STUDY ON SERVICE ORDER
ACTIVITY COSTSVALIDATESTHE STUDY SBC USED BASED ON 1998
DATA FROM THE SOUTHWESTERN BELL TELEPHONE REGION. ISIT

REASONABLE TO RELY UPON THISILLINOISSTUDY?
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No. Mr. Barch produced a service order activity study using 2001 SBC lllinois
accounting datain response to Joint CLEC Data Request 3-4. This study purportedly
caculates virtualy the same service order activity adjustment Mr. Barch originaly
proposed using 1998 data from the Southwestern Bell region. However, this updated
cost study provides absolutely no support for the service order activity expensesused in
the analyss. Joint CLEC Data Request 3-4 asked for al andyses used by SBCiniits
caculation, yet SBC failed to provide any source data or even a description of how
these service order costs were identified from SBC's generd ledger. Instead, SBC
only generically notes that such information was provided by the SBC Finance
Operations Group. SBC's unexplained and unsubstantiated “cost study” failsto
provide sufficient information to alow outside parties to corroborate the amount of
service order activity expense contained in its study. Consequently, the service order
activity cogts that SBC removes from its ACF caculations are likdly significantly
understated. Therefore, the ICC should rely upon the modified service order activity

adjustment recommended in our direct testimony.

I11B. Issues Affecting | nvestment Factors

[1IB (i). Space Leased to Collocating and Other Non-Affiliated Entities

ON PAGES 44-45, MR. BARCH ASSERTSTHAT YOUR RECOMMENDED
ADJUSTMENT TO REMOVE THE COST ASSOCIATED WITH SPACE
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LEASED TO COLLOCATING AND OTHER NON-AFFILIATED
CARRIERSISNOT APPROPRIATE. WHAT IS YOUR RESPONSE?

Mr. Barch contends that no adjustment is necessary because CLEC occupation of
collocation space is somehow fleeting given the fact that CLECs do not sign leases for
collocation space or provide commitments or projections about their length of stay. We
disagree with Mr. Barch's characterization of the collocation relationship because it
implies that SBC experiences Sgnificant fluctuationsin the amount of spaceit leasesto
CLECson ayear-to-year basis. SBC's own financia data indicates that SBC has
experienced steady increases in revenue from collocation activity over the last few
years. Infact, our observation is consstent with Mr. Dominak’ s statements that CLEC
activity did not begin to take off until the 2000-2002 timeframe® In fact, SBC's
response to Joint CLEC Data Request 6-8 demongtrates that SBC' s revenue from
collocation services was fairly consstent from 1998 — 2001, and then increased
ggnificantly in 2002. While CLECs may not Sign leases for their collocation space, they
would have no incentive to leave this space unless forced to do so by financid distress.
Therefore, our recommended adjustment to remove space leased to collocating carriers

and other non-affiliated entities is entirely appropriate.

33

Seerebuttal testimony of Timothy Dominak, p. 22.
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MR. BARCH ALSO CRITICIZESTHE 5% ADJUSTMENT FACTOR
CONTAINED IN YOUR DIRECT TESTIMONY. DOESMR. BARCH
MISCHARACTERIZE YOUR PROPOSAL?

Yes. Mr. Barch criticizes our proposal to use afactor of 5% to remove space leased
by collocating carriers. What Mr. Barch failed to mention is that we congdered the 5%
factor to be a placeholder until SBC responded to AT& T Data Request MS-32. SBC
eventualy responded to this data request after our direct testimony was filed.
Consequently we recommend replacing our 5% placeholder with afactor of [***
XXX% ***] basad on a summation of the percentage of building space and land

identified by SBC in responseto AT& T Data Request MS-32.

1B (i1). Power & Common Factor Adjustment for MDF | nvestment

DID SBC REVISE ITSACF STUDY TO REMOVE MAIN DISTRIBUTION
FRAME INVESTMENT (“MDF”) FROM ITSPOWER & COMMON COST
FACTOR?

Yes. Mr. Barch briefly notes on page 76 of his rebuttd testimony that SBC removed
MDF investment from its Power & Common cost factor based upon a recommendation
made in our direct testimony. However, SBC's adjustment is confusing at best and
rases anumber of questions. Firgt, SBC included (in its rebuttal case) a newer vintage

Power & Common factor cost study (using 2001 data) with its revised ACF study
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(based on 2000 data). From this pool of 2001 data, SBC identified what it considers
to be MDF investment. SBC then incorporates this 2001 MDF investment in the input
section of itstest year 2000 ACF model, and subtracts the annualized amount of this
2001 MDF investment from the overdl Power & Common cost data from the year
2000. SBC falsto explain why it has commingled data from two different years. In
response to AT& T Data Request MS-120, SBC dates that its new Power & Common
factor study replaces the one origindly filed with its ACF study. However, our
examination of the actuad adjustment SBC made to the revised ACF model indicates
that thisis not the case. SBC’'s commingling of data from 2000 and 2001 is

inappropriate and should be rejected.

IHIC. Issues Affecting I nflation and Productivity

HIC(i). Using the CPI-W Index to Measure Labor Cost Changes

MR. BARCH CLAIMSON PAGE 49 OF HISREBUTTAL TESTIMONY
THAT THE CPI-W ISTHE BEST MEASURE OF INFLATION BECAUSE
THE MAJORITY OF SBC'SLOOP COSTSARE LABOR RELATED. ISHE
CORRECT?

No. Mr. Barch misconstrues the citation from the Bureau of Labor Standards (“BLS”)
website that he uses as support for his position. As noted on page 158 of our direct
testimony, the BLS explicitly stated that the CPl measures inflation as experienced by
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1314 consumer s in their day-to-day living expenses. This proceeding concerns the pricing of
1315 an intermediate service that is ultimately used to provide aretall service to consumers.
1316 The full citation that Mr. Barch referenced is as follows from page 159 of our direct
1317 testimony.

1318 The "best" measure of inflation for a given application

1319 dependson theintended use of thedata. The CHl isgenerdly

1320 the best measure for adjusting payments to consumers when the

1321 intent is to allow consumers to purchase, at today's prices, a

1322 market basket of goods and services equivaent to one that they

1323 could purchase in an earlier period. It isaso the best measureto

1324 useto trandaeretal sdesand hourly or weekly earningsinto redl

1325 or inflation-free dollars. [emphasis added)]

1326

1327 The entire focus of this paragraph is to discuss the best measure of paymentsto

1328 consumers to enable them to purchase goods and services. The hourly or weekly
1329 earnings that Mr. Barch refers to are the payments to consumers that alow consumers
1330 to buy goods and services. Therefore, the CPI should not be used to adjust SBC's
1331 costs of production.

1332

1333 [I1C (i1). The Need For An Explicit Productivity Factor

1334

1335 Q. DID THE COMMISSION EXPRESS AN OPINION ABOUT

1336 PRODUCTIVITY AND INFLATION ADJUSTMENTSIN ITSRECENT
1337 COMMENTSTO THE FCC?
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1338 A. Yes. Incommenting on the alocation of common and shared costs, inits TELRIC NPRM
1339 commentsto the FCC, the Commission noted that it allowed recovery of these costsfrom
1340 both recurring and non-recurring rates. The Commission also suggested that non-recurring
1341 charges should be adjusted for growth in wages and sdaries, as wel as for the
1342 productivity that offsets some of this growth (emphasis added):

1343 Further, some adjustments should be considered for non-recurring costs

1344 and charges, as these codts relate to wages and sdaries that tend to

1345 increase over time. These increasing costs could be somewhat offset by

1346 some type of efficiency or productivity factor so that the entire forward-

1347 looking increased labor costs do not haveto be recovered from CLECs

1348 (emphasis added)

1349

1350 Q. ON PAGE 11 OF HISREBUTTAL TESTIMONY MR. BARCH CLAIMS
1351 THAT PRODUCTIVITY ISINHERENT IN FORWARD-LOOKING COST
1352 STUDIES. ISHE CORRECT?

1353 A. Not completely. Productivity is accounted for, in part, through the use of certain

1354 forward-1ooking assumptions in cost studies, such as technology subgtitution, the use of
1355 ACFsand current prices. However, Mr. Barch's position that no explicit productivity
1356 offset isrequired in a TELRIC study iswholly incongstent with TELRIC studieswe
1357 have reviewed across the country. TELRIC studiesfiled by Verizon (both the former
1358 Bdl Atlantic and GTE), BellSouth and Qwest dl contain explicit productivity offsts. In
1359 his rebuttal testimony, Mr. Barch gives only vague descriptions of how productivity is

¥ SeeInitial Comments of the ICC before the FCC, In the Matter of Review of the Commission’s Rules
Regarding the Pricing of Unbundled Network Elements and the Resale of Service by Incumbent Local
Exchange Carriers, WC Docket No. 03-173, December 16, 2003, p. 27.
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supposedly reflected in SBC's TELRIC studies, harping on generic, non-specific
phrases such as forward-looking resources, activities, inputs and vaues. While Mr.
Barch' s direct testimony, pages 50-53, dso claimsthat SBC' s forward-looking
investment assumptions, its use of current cost to book cost (* CC/BC”) ratios and its
ACFs adequately account for productivity, neither his direct nor rebuttal testimony
provide sufficient evidence that an additiond productivity offset is not required in light of
the inflation SBC incorporates into its cost sudies. Thereis no reason that dl other

RBOCs should include a productivity offset, but that SBC is somehow exempt.

WHY DO MR. BARCH’'SFORWARD-LOOKING INVESTMENT
ASSUMPTIONSFAIL TO ADEQUATELY REFLECT PRODUCTIVITY
GAINS?

Mr. Barch's examples of SBC' s forward-1ooking investment assumptions do not
ufficdently reflect the necessary productivity gains because SBC' s technology
substitution does not necessarily result in lower costs. In hisdirect testimony, pages 50-
51, Mr. Barch gave one example where the substitution of anew technology -- fiber for
copper cables-- would likely lead to lower overadl maintenance costs. However, Mr.
Barch’'s example does not congder the impact of the other likely technology subtitution
scenario in aforward-looking network: aplant mix conssting of less aerid cable and
more buried cable. While, according to SBC's proposed ACFs, aeria cable has higher

mai ntenance costs than does buried cable on a per dollar bas's, the use of more buried
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cable in the network results in a greater increase in operating expenses as compared to
other types of cable and wire facilities because the investment cost of buried cable per
loop is Sgnificantly higher than that of aeria cable. A lower ACF gpplied to a
ggnificantly higher amount of investiment resultsin agrester amount of operating

EXpenses.

DOES SBC'SUSE OF ANNUAL CHARGE FACTORSTO ESTIMATE
FORWARD-LOOKING EXPENSES ADEQUATELY ACCOUNT FOR
PRODUCTIVITY GAINS?

No. SBC'sannud charge factors (ACF) represent the relationship of expenses
incurred today to investment restated to current cost. The dollar expenses are
estimated by applying these factors to TELRIC invesments. Therefore, annual charge
factors imply that expenses will change proportionally to the changein investments. If
no change in investment occurs, expenses will day a the samelevd. If investment is
growing due to price increases for capital equipment, expenses caculated using the

ACF would also increase.

Note that under SBC' s approach, capital cost inflation trandatesinto higher projected
expenses even if no inflation occurs in operating expense inputs. This happens because

SBC applies operating expense factors to investments adjusted for capitd inflation For
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example, maintenance expensesin SBC' srecurring cost modelsare cal culated according to

the following formula

Maintenance expense = Maintenance Factor * Operation Inflation Factor

* Capital Cost Inflation Factor * Investment.

This formula demondrates that SBC accounts for inflation twice. The following
hypothetical example demongtrates this double-counting. Suppose it takes one hour
annudly to maintain a certain piece of equipment. Assume that the forward-looking
investment associated with this piece of equipment is $1,000 at current prices, and the
current wage is $40/hour. The current maintenance factor for this equipment is $40 /
$1,000 = 0.04. Now suppose that capitd cost inflation is expected to be 5%, and labor
wage inflation is zero. Since the |abor price does not change, maintenance expense will
day a itsinitid leve $40. However, SBC's formula predicts that maintenance expense

would be 0.04 * 105% * $1,000 = $ 42, which is $2 more than the actua expense.

Inother words, SBC incorrectly assumesthat expense will increase not only duetoinflation
in expense inputs, but dso dueto inflation in capital inputs. Interestingly, SBC uses two
digtinct inflation measures for its expense caculation but fals to introduce a separate

expense-pecific productivity measure. SBC argues, instead, that productivity in expenses
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isaccounted for through application of ACFsto forward-looking invesments— invesmants

thet are lower than the embedded investments.

It istrue that gpplying the annual charge factors to lower forward-1ooking investments
resultsin total expenses that are lower than the embedded expenses. However, this
decrease reflects only the anticipated one-time productivity gains that are expected
based on the ratio of today’ s expensesto investment. These gains are one-time
because they occur as we move from the embedded technology to the forward-looking
technology. The annud charge factorsfail to account for the ongoing productivity
improvements that continualy occur in a competitive marketplace.  In other words,
annua charge factors do not reflect unanticipated productivity gains that often occur
when a company such as SBC changes the way it runsits businessin a sgnificant way.
If SBC implements aggressive cost savings initiatives through process improvements,
ggnificant job cuts and automation and provisons the same or a greater number of
access lines a the same time, these productivity gains cannot be predicted by — and,
therefore are not captured by -- the use of annud charge factors. Cogt cutting initiatives

of this magnitude are currently underway at SBC and should dramaticaly reduce SBC's

operating expenses.
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WHAT INITIATIVESDID SBC ANNOUNCE AFTER THE FILING OF
DIRECT TESTIMONY IN THISCASE THAT ARE LIKELY TO
SIGNIFICANTLY ALTER SBC’'SEXPENSE-TO-INVESTMENT RATIOS?
SBC hdld a conference with Wall Street analysts on November 13, 2003 to discussits
financia and operationa performance for the first three quarters of 2003 as compared
to previous years. SBC aso provided projections of performance through 2004. One
of the SBC executives, John Atterbury I11, Group President — Operations, gave a
presentation entitled “Service and Operations Initiatives.”* This presentation
highlighted SBC' s service improvements, while at the same time highlighting SBC' s god

of reducing service codts.

According to the transcript of the SBC andyst meeting, Mr. Atterbury focused his
presentation on SBC' s short-term cost reduction projects and its longer term projects
designed to reinvent and rebuild SBC's processes, business functions and technology

platforms.®

ACCORDING TO MR. ATTERBURY, WHAT SHORT-TERM COST

REDUCTION INITIATIVESHAS SBC IMPLEMENTED?

35

36

See copy of SBC's November 13, 2003 Analyst presentation slides, pp. 36-61, at its Investor Relations
website: http://www.sbc.com/investor_relations/0,,1966,00.html .

See Final Transcript of SBC Communications Analyst Meeting, November 13, 2003, pp. +10. The
transcript is produced by CCBNStreetEvents and included as Attachment M S/WF-20.
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On page 8 of the transcript in Attachment MSWF-20, Mr. Atterbury discussed how
SBC has recently diminated nearly $1 billion in operations and support costs.
Specificaly, SBC reduced its Wirdine divison's workforce by 28,000 employees over
the last two years by matching “force and load” and through productivity improvements.
He stated that force reductions will accelerate from recent levels, and that bad debt is
down 41%. Mr. Atterbury highlighted numerous other programs that illustrate -- in his
words -- how “fanatical” SBC has been about reducing its short-term cost structure.
These short-term initiatives are summarized in Attachment MSWF-21, which includes
pages from an excerpt of Mr. Atterbury’s presentation tellingly entitled “A

Fundamental Transformation of SBC Operations.”

DID YOU ASK SBC IFIT HAD ACCOUNTED FOR PRODUCTIVITY
GAINSDUE TO WORKFORCE RESTRUCTURING?

Yes. InAT&T Data Request MS-123, we asked where SBC Illinois accounts for
productivity gains attributable to fewer labor hours required to maintain its network.
We a0 asked SBC to account for labor hour reductions resulting from the dimination
of 27,000 full-time and contractor positions from 3 Quarter 2001 through 3 Quarter
2003.3" SBC responded asfollows:

Mr. Barch' srebuttal testimony neither states explicitly nor implies
certain specific, observablelocation(s) “where SBC llinoisfactors

See SBC's 3° Quarter 2003 Investor Briefing, p. 3 a SBC's Investor Relations website:
http://www.sbc.com/investor_relations/
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in productivity gains within its TELRIC studies from fewer [abor
hours required to maintain SBC Illinois network.” Indeed, this
referenced section of hisrebuttal testimony provides explanation
to the contrary; namely, why aspecific productivity “factor”, or its
equivaent, iswholly inaccurate methodol ogy with respect to SBC
[llinois TELRIC sudies. Additiondly, totheextent that TELRIC
invesment (i.e,, forward-looking invesment) is lower than
embedded investment, then the operating expensesare dso lower
given tha Annud Cost Fectors are multiplied by TELRIC
invesment and not embedded investment.

With respect to the admonitionin the second part of thisdiscovery
request, SBC lllinois has not peformed an andyss, or its
equivaent, attempting to quantify or “account for” the upward or
downward numerica impact, if any, of workforce reductions on
the TELRIC or Shared and Common cost studies.  What can be
understood about Mr. Atterbury’s statements is that they
represent reductions to the current network and overhead. SBC
[llinois TELRIC studies and Shared and Common study model a
forward-looking network, the cogs of which are sgnificantly

lower than the current network.

Mr. Barch claimsthat Mr. Atterbury’ s statements are not applicableto SBC's TELRIC
studies because they reflect reductionsto SBC's current network and overhead.
However, Mr. Barch fails to note that many of SBC's cost study assumptions, such as
its common overhead, are based on current costs. Clearly, SBC failed to account for
productivity gains resulting from its workforce reductions when it prepared its sudies
using 2000 test year data. These cost cutting initiatives were not known at the time
SBC prepared its cost studies for this proceeding. Therefore, these cost studies could
not possibly reflect — indeed, do not reflect -- the dramatic cost reductions expected

over the next few years.
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WHAT ARE THE LONGER TERM COST REDUCTION INITIATIVES
OUTLINED BY MR. ATTERBURY?
On page 8 of the transcript in Attachment MSWF-20, Mr. Atterbury prefaced his
comments on longer term cost reduction initiatives by explaining SBC' s need for a cost
dructure thet yields far more operating efficiency. SBC'smgor long term initiatives are
summarized below from SBC' s presentation dides and are contained in Attachment
MS/WF-21.

Consolidation of call and network centers;

Creation of one nationa customer service bureau rather than regiond service

bureaus;

Consolidated nationwide technica support rather than regiond;

Automation of outside plant records; and

More efficient technician routing usng GPS technology to save 30 million road

miles and 750,000 technician hours annualy.
These projects represent only a handful of the hundreds of projectsthat SBC has
underway.® Of the above projects, Mr. Atterbury stated that its network service
operation consolidation project isits biggest single project.* Mr. Atterbury then noted
that SBC will achieve continuous improvement throughout the company by using best-

in-class metrics. The wirdine group that achieves the best metric in afunctiond area of

the company is then held as the standard that al other groups must meet. Mr. Atterbury

38

39

See transcript in Exhibit MS/WF-20, p. 8.
Id., p. 8.
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expects SBC to achieve $550 million in annua cost savings from this best-in-class

approach.”

Mr. Atterbury concluded hisremarks by emphasizing that the longer term productivity
improvements would collectively save SBC $1.3 hillion in annud capitd and expense by
2006.** According to Mr. Atterbury, this estimate represents productivity savings only
and not those additional savings that will result from matching workforce to load if load
continues to drop.”? He afirmed SBC's commitment to cost control as a continuous

process and not a one-shot dedl.

WHY ARE THESE NUMEROUS COST SAVINGSINITIATIVES
SIGNIFICANT?

SBC’s ACFs are based on 2000 test year data; thus, the “forward-looking” network
investment assumptions used in those studies date back to 2002 or earlier when the cost
studies were prepared. SBC cost personnd have not incorporated (nor have they
documented) any of these cost savings initiativesinto their cost sudy assumptions. In
fect, itisunlikedy SBC' s personnel were even aware of them at the time they prepared
the sudies. Theseinitiatives represent sgnificant changesin SBC's cost structure and

will most certainly change the nature of SBC' s expense-to-investment relationship thet

20

a

Id., p. 10
Id., p. 10.
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sarves asthe bass of its ACFs. Therefore, additiona productivity improvements must

be factored into SBC's cost modéls.

[11C (iii). 1CC-Adopted Productivity Factor vs. Joint CLEC Productivity
Factor

ISMR. BARCH’S COMPARISON OF THE MAGNITUDE OF YOUR
RECOMMENDED PRODUCITIVTY FACTOR TO THE ICC-ADOPTED
PRODUCTIVITY FACTOR IN SBC'SALTERNATIVE REGULATION
PLAN ACCURATE?

No. While the two productivity factors are prepared on different bases, the
productivity factor for SBC's Alternative Regulation Plan reflects productivity changes
for oneyear. Inthe Alternative Regulation Plan, productivity was included in an X
factor set at 4.3% by the ICC.*®* Our recommended productivity factor of 8.8%
reflects the estimated change in productivity over a3 ¥2year period. If one wereto
compare the two factors over the same time period, the productivity savings from the

X-factor would be sgnificantly greeter.

42

43

Id., p. 10.

Seelllinois Bell Telephone Company Application for review of alternativeregulation plan. Illinois Bell
Telephone Company Petition to Rebalance Illinois Bell Telephone Company’s Carrier Access and
Network Access Line Rates. Citizens Utility Board and The People of the Sate of Illinoisvs. Illinois Bell
Telephone Company. Verified Complaint for a Reductionin Illinois Bell Telephone Company’s Rates
and Other Relief. Docket Nos. 98-0252/98-0335/00-0764 (Consol.), Order dated December 30, 2002, p. 99.
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ElLL FACTORS

WHAT ARE THE PRIMARY ISSUESCOVERED IN THISSECTON OF
YOUR SURREBUTTAL TESTIMONY?

This section of our surrebutta testimony addresses the rebuttd testimonies of SBC
witnesses Messrs. William PAmer, Smallwood, and White and Staff witness Dr. Qin
Liu. We address these witnesses' criticisms of our recommended fill factor assumptions
and vauesincluded in our direct testimony. Our surrebutta testimony makes two
primary points. (1) we reiterate our position that fill factors based upon actud usage of
SBC's network are not forward-looking and, therefore, are not TELRIC compliant and
(2) we demongrate for the Commission that even if “actud fill” factors were
appropriate, the factors advocated by SBC Illinois do not accurately represent the level

of fill actudly avalable in the SBC network.

ARE YOU SUGGESTING THAT EVEN IF THE COMMISSION WERE TO
REJECT YOUR FILL FACTOR RECOMMENDATION, THE
COMMISSION WOULD STILL NEED TO REJECT THE “ACTUAL FILL”
FACTORSADVOCATED BY SBC?

Yes. Our testimony includes detailed andyses that demongtrate why SBC's actud fill
factor vaues are rife with deficiencies and cannot possibly reflect forward-looking

utilization of its network. We reference recent commentsfiled by the ICC inthe FCC's
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TELRIC NPRM which indicate that this Commission has sgnificant reservations about
using actud fill factorsto set UNE rates and, in our opinion, for good reason. We dso
point out a number of instances where Mr. William Pamer has completely
mischaracterized the FCC' s decisons and intentions on fill factor assumptions for

TELRIC sudies.

IVA. Target Fill Factors Adopted by | CC in Docket No. 96-0486/0569

ON PAGE 50F MR.WILLIAM PALMER'SREBUTTAL TESTIMONY HE
STATESTHAT THE FCC HASINDICATED THAT ACTUAL FILL WASAN
APPROPRIATE STANDARD WHEN SBC PROPOSED ITSTARGET FILL
FACTORSIN DOCKET NOS. 96-0486/0569. ISTHISAN ACCURATE
INTERPRETATION OF THE FCC’SGUIDANCE ON THISISSUE AT
THAT TIME?
No, itisnot. Mr. William Pamer makes a generd statement asiif it was fact and does
not support his claim by referring to a particular FCC document. However, we believe
Mr. William Pamer is referring to the FCC' s discussion of fill inits Local Competition
First Report and Order:

Per-unit costs shdl be derived from total costs using reasonably

accurate "fill factors' (estimates of the proportion of afacility that

will be "filled" with network usage); thet is, the per-unit costs
associated with a particular dement must be derived by dividing
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the tota cost associated with the eement by a ressonable

projection of the actual total usage of the dement.**
Aswe noted in our direct testimony, Mr. William Pdmer has misinterpreted this
paragraph of the FCC' s First Report and Order. The FCC'suse of the term “actua”
in paragraph 682 is pecific to the demand that must be considered in developing per-
unit cods, not the actud leve of fill or utilization. Developing afill factor congstent with
the FCC' s direction above would require a caculation of that “actual demand” (in units)
divided by the most efficient amount of network capacity required to support it. That is
what we' ve done with respect to our fill factor recommendation based upon sound
enginesring and economic guiddines. We note for the Commission that our
recommended fill factors are identical to fill factors previoudy advocated by Mr. PAmer

himself when he ran the Ameritech Illinois cost Sudy organization.

ON PAGES6-7 OF HISREBUTTAL TESTIMONY, MR. WILLIAM
PALMER CONTENDSTHAT TARGET FILL FACTORSDO NOT
INCLUDE CAPACITY TO ACCOMMODATE “ULTIMATE DEMAND.” 1S
HE CORRECT?

Yes, heis. We acknowledge that “target fill” factors such as those we have

recommended in our direct testimony do not include sufficient capacity to accommodate

See Implementation of the Local Competition Provisions of the Telecommunications Act of 1996, CC
Docket No. 96-98, First Report and Order, 11 FCC Red 15499, 15509, para. 682 (1996) (Local Competition
First Report and Order)
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1630 ultimate demand. That is because to do so would be economicaly unsound. The use of
1631 ultimate demand has no placein a TELRIC cost study because it essentidly requires
1632 current customers to pay for growth used by future customers. Aswe describe in more
1633 detall later, fill factors are intended to alow a carrier to recover costs associated with
1634 the capacity required to serveits cussomers. They are not intended to alow the carrier
1635 to recover the costs of al network capacity from one set of customers (i.e., current
1636 customers), while providing the carrier a continued opportunity to recover those same
1637 costs again from another set of customers (i.e, future customers). Y, that is exactly
1638 what Mr. PAmer’s, and SBC's, fill factor recommendation would alow SBC to do,
1639 i.e., recover the entirety of its network costs (for a network sized for ultimate demand)
1640 from today’ s customers while, a the same time, continuing to charge the bloated rates
1641 that result from this calculation from al future customers as well, even though the

1642 network will have aready been paid for (including any “spare capacity”) severa times
1643 over. That is precisdy why SBC's proposal must be rejected.

1644

1645 IVB. EFEill Factor Consistency Between Wholesale and Retail Cost Studies

1646 Q. ON PAGES 12-14 OF HISREBUTTAL TESTIMONY, MR. WILLIAM

1647 PALMER ASSERTSTHAT LRSIC AND TELRIC INPUT ASSUMPTIONS
1648 NEED NOT BE THE SAME. ISHE CORRECT?
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No. Mr. William Pamer chooses to focus on the differences between TELRIC and
LRSIC pricing rulesinstead of the underlying issue. As other SBC witnesses have said
in this proceeding, SBC is determining the forward-looking costs of a single network.*®
The cogsincurred by SBC to provison a given network e ement (whether ultimately to
be unbundied or provided as a component of aretail service) isthe same. Functionaly,
SBC does not engineer its network with different capacity assumptions for retail and
wholesale cusomers. Mr. William Pamer forgets that SBC has dmost complete
flexibility in alocating the amount of contribution it will receive from itsretail services.
Jugt because it does not have smilar flexibility in setting UNE rates does not mean the
process for determining the direct costs of the network should be different. Allowing
SBC to create thistype of cogt differential would adlow SBC to price UNEs &t or above

the comparable retail service, rendering competition untenable.

IVC. Impact of Demand Projection and Growth Capacity on Cost

IVC (i). Demand Time Frame

WHY ISTHE TIME FRAME FOR PROJECTED DEMAND AN
IMPORTANT DETERMINANT OF UNE COSTS?
UNE prices set by the Commission in this proceeding will reflect the rate the

Commission deems sufficient for SBC Illinois to recover its TELRIC of providing UNES

45

For example, see the rebuttal testimony of David Barch, p. 7.
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plus areasonable amount of shared and common costs. SBC's cost determination is
basad in large part on its estimation of the capacity needed to serveits customers. To
the extent SBC includes the cost of capacity needed to serve customers 10 to 20 years
in the future rather than a shorter time frame such astwo to five years, it resultsin

current customers paying for capacity placed solely for the benefit of future customers.

INHISREBUTTAL TESTIMONY MR. PALMER STATESTHAT “A
LONGER-TERM DEMAND” ISREQUIRED BY THE TELRIC
METHODOLOGY RATHER THAN THE “CURRENT DEM AND” ON
WHICH THE FCC HYBRID COST PROXY MODEL ISBASED.* ISHIS
STATEMENT CORRECT?

No, his statement isincorrect. Mr. William Palmer gppears to confuse the application
of the adjective “long-term.” In the TELRIC methodology, this word gpplies to cost
rather than to output. It is correct that the FCC's Hybrid Cost Proxy Modd is used
for Universa Service funding purposes, rather than UNE pricing. However, the FCC
aso confirmed the relevance and propriety of using current demand rather than ultimate
demand in arecent arbitration proceeding. In the recent Virginia Order, the FCC
adopted the same standard of current demand — demand that includes only short-term

growth — when pricing UNE dements’

See rebuttal testimony of William Palmer, submitted January 20, 2004, p. 20.

See FCC Memorandum Opinion and Order. CC Dockets No. 00-218 and 00-251. Adopted August 28, 2003,
paragraph 254 (Virginia Order);
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Jugt as the Commisson found it ingppropriate to include in
universal service support the cogts of building outsde plant
desgned to meet uncertain ten or twenty-year demand
projections, it isingppropriate for AT& T/WorldCom to bear the
cost today of building plant for uncertain ultimate demand.

MR.WILLIAM PALMER ALSO CONTENDSTHAT “INITSTELRIC
NPRM, THE FCC MAKESIT CLEAR THAT THE APPROACH TO FILL
FACTORSIT MANDATED IN THE USF PROCEEDING ISNOT
CONSISTENT WITH ITSTELRIC STANDARD” AND THAT “THE
TELRIC NPRM MAKESIT CLEAR THAT TELRIC REQUIRES
RECOGNITION OF SUCH CAPACITY” (I.E.BUILT TO SERVE FUTURE
DEMAND).® ARE THESE STATEMENTSA CORRECT
INTERPRETATION OF THE FCC'SDECISIONS?

Absolutdly not. Either this statement is the result of atypographica error, or Mr.
William Pdmer isamply digorting the truth. As support for this statement, Mr. William
Pamer provides areference to paragraph 74 of the FCC's TELRIC NPRM. Beow
we reproduce the complete text of this paragraph,*® which clearly demondtrates thet the
paragraph upon which Mr. William Pamer rdiesdid not provide any affirmative

statements but, rather, posed a series of questions. These questions have no bearing

49

See rebuttal testimony of William Palmer, submitted January 20, 2004, p. 21.

See Notice of Proposed Rulemaking, Review of the Commission’s Rules Regarding the Pricing of
Unbundled Network Elements and the Resale of Service by Incumbent Local Exchange Carriers, WC
Docket No. 03-173, FCC 03-224 (rel. Sept. 15, 2003) 1[74. (“ TELRIC NPRM”)

83



Surrebuttal Testimony of
Michael Starkey

Warren Fischer

ICC Docket No. 02-0864

1708 on the current manner in which the FCC's TELRIC rules must be interpreted (indeed,
1709 they may, or may not, have any bearing on any future requirements of the FCC ether):
1710 74.  We seek comment on gppropriate guidelinesfor statesto
1711 follow in establishing fill factors. What factors do sates currently
1712 condder in developing fill factors? How relevant are an incumbent
1713 LEC s exigting fill factors in establishing forward-looking costs?
1714 Should they be dispositive given our tentative conclusion to more
1715 closdly account for the red-world atributes of the routing and
1716 topography of an incumbent LEC's network? If an incumbent
1717 LEC sexisting fill factors are not digpositive, what other evidence
1718 should a state commisson consder? Would it be rdevant if
1719 competitors routingly operated facilities at a higher or lower fill?
1720 Should state commissions consder “carrier of last resort”
1721 obligationsin deciding on the appropriatefill factor? Would thefill
1722 factors of other incumbent LECs be rdlevant to demonstrate
1723 achievable efficiencies?
1724
1725 Rather than ponder the questionsraised by the FCC relativeto how itsrulesmay change—
1726 if a dl -- inthefuture, wefind the portions of the FCC'sNPRM that describe the current
1727 date of its rules more informative. And, not surprisngly, those sections of the NPRM
1728 directly refute Mr. PAlmer’ sinterpretation:
1729
1730 The Local Competition Order provides no guidance to state
1731 commissonson thisspecificissue beyond the generd requirement
1732 that the network should be sized to meet reasonably foreseeable
1733 demand. Inthe USF Inputs Order, the Commisson established
1734 forward-looking fill factors based on current demand, which it
1735 defined to include excess capacity for short-term growth, rather
1736 than on ultimate demand, which it found to be too speculative.™
1737 (emphasis added)
1738
% d., 73
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Note that the FCC talks about a reasonably foreseeable demand asaszing criterion
for aforward-looking network. At the same time the FCC quotesitsaf as saying that
ultimate demand is smply too speculative. As the above language clearly demondtrates,
demand that is “speculative’ isinconsstent with and cannot equate to, be likened to or
be compared with demand that is “reasonably foreseeable” According to the FCC,
“reasonably foreseeable’” demand is not long term, “speculative’” demand. Rather, it is
the short-term, rather than long-term demand that is consstent with the FCC's

TELRIC rules as they stand today.

WHAT HARM COULD RESULT IF TELRIC PRICES ARE SET BASED ON
ULTIMATE DEMAND?

The TELRIC processis designed to mimic the price sgnasin a competitive market. In
competitive markets, building capacity for future growth is a gamble — if growth
materidizes, the firm collects the gains, but if the forecasted growth fails to materidize,
the firm could incur losses. Thisrisk limits the planning horizon of a competitive firm. In
other words, competitive markets have sgnificant incentives to carefully forecast the
demand, and might forego cost advantages of building capacity for growth because of
the uncertainty of disant events. Unfortunatdly, SBC's “actua” network was built when
these same incentives did NOT agpply to SBC lllinois. Instead, as a protected
monopoligt, SBC Illinois had incentives directly contrary to those of acompeting carrier.

As an incumbent utility service provider, SBC Illinois has for most of its existence been
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compensated financidly for building its network with as much spare capacity as
regulators would alow (because it earned a fixed return on every dollar it invested).
Hence, it isnot surprising that SBC would prefer to set forward looking rates based
upon its backward looking network, because to do so providesit the same
compensation it received as amonopolist. Fortunately, the FCC in its TELRIC rules
has already rejected such a backward looking approach, and has likewise rejected the
notion that fill factors based upon SBC's actud leve of spare capacity isin any way

condstent with its TELRIC rules.

WHY IS IT IMPORTANT THAT TELRIC-BASED COSTS PROVIDE
INCENTIVESSIMILAR TO THE COMPETITIVE MARKET?

Note that, as used by SBC, thefill factors are a mechanism for collecting costs of
gpare capacity from working UNE capacity. If the forecasted growth occurs, SBC
collects al the gains, but if the growth fails to materidize, thefill factors based on
ultimate demand shield SBC from losses. This mechanism shifts the risks from SBC to
CLECs, who pay for additiona capacity that might never be built in a competitive
market, while leaving the decisons related to those investments, and any potentia
rewards, solely with SBC. If the Commission were to base fill factors on a network
design that is built for ultimate demand, SBC would have no incentives to carefully
forecast growth. SBC would have the freedom of engaging in risky investment projects

that a competitive industry would not (and should not) alow.
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Therefore, from a production perspective, setting rates based upon ultimate demand in
the calculation of fill factors would shift the risks from SBC to CLECs and creste
excessive capacity compared to a competitive market. On the consumer side,
additiond capacity built for long-term growth would unfairly and uneconomicaly burden
today’s cusomers. In other words, it would result in an intergenerational cross-subsidy.
Today’ s customers would be paying for capacity designed to serve tomorrow’'s
customers. Aswe point out in Section IVF of this surrebuttal testimony, SBC has been
conducting amassive overlay investment project as part of its broadband initiative. This
project temporarily lowersfill factors of its feeder facilities because of the deployment of
additiond fiber facilities to support broadband services. By proposing to use its current
trangtiond fill factorsin UNE pricing, SBC is effectively asking current cusomersto
subsdize the demand of its future customers, and perhaps more importantly, future
demand for new technology, technology that SBC may no longer be required to share
with CLECs on an unbundled basis (i.e., packet technology). The Commission

expressed aSmilar concern in its recent comments to the FCC:

The ICC is concerned that cariers will justify incressed
investment in gate of the art technology in the modeled network
for the provisoning of data services with ever increasing data
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Speeds, wherethereisno evidenceto suggest that the CLECswill
have access to such services.*

WHY WOULD AN ILEC WANT TO ENGAGE IN SUCH AN INTER-
GENERATIONAL CROSS-SUBSIDY?

Thereisless competition today than there may (hopefully) be a alater date. By forcing
current customers to bear the costs for expansion or network upgrade designed to
serve future customers, SBC can both earn higher current margins today and gain an
unfair advantage over competitorsin the future by offering lower prices. In addition,
higher unbundled loop rates today will postpone the entry of potential competitors who
intend to buy the loop or cause existing competitors to either exit the market completely

or withdraw a subset of its service packages.

IVD. Impact of Network Design on Fill Factors

IVD (i)  Next Generation DLC Technology

MR.WHITE DISPUTESYOUR STATEMENT THAT OLDER DLC
SYSTEMSDRIVE SBC'SFILLSBELOW THE LEVELSTHAT WOULD BE
ACHIEVED WITH THE NEXT GENERATION DLCS(NGDLC). IN

SUPPORT, MR. WHITE PROVIDES SOME ACTUAL STATISTICSTHAT

See Initial Comments of the ICC before the FCC, In the Matter of Review of the Commission’s Rules
Regarding the Pricing of Unbundled Network Elements and the Resal e of Service by Incumbent Local
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COMPARE CURRENT FILLSFOR THE NGDLC AND NON-NGDLC.*
WHAT ISYOUR CRITIQUE OF THESE DATA?

These data are irrdlevant because actud utilization that we might observe today is not a
good indicator of what these fills would be tomorrow when the NGDLC systems are
fully deployed. Infact, we would expect atemporary decrease in actua utilization
levels for new deployments. Further, Mr. White' s method of calculating the quoted fill
percent of [*** XXX % ***] for non-NGDLC systemsisrather questionable. Firs,
Mr. White departs from thefill caculation methodology that SBC usesin its actud fill
Sudy: Mr. White adds a new component to the numerator by counting non-working
assigned pairs.® This addition not only increases thefills, it tends to increase fills of
older, non-NGDL C systems mor e because these systems are more likely to have
assigned pairsin locations where customers moved out. Second, for his denominator
Mr. White uses equipped pairs, thus caculating the fill of DLC plug-ins, and not DLC
gsystems. And findly, the pair counts that Mr. White supplied in support of his
percentage™ are smply incongistent with other DLC capacity counts thet SBC provided
in this proceeding. For example, in aresponse to another AT& T data request,”® SBC

provided awire center level count of UDLC and IDLC derived pairs as support for its

52
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Exchange Carriers, WC Docket No. 03-173, December 16, 2003, p. 35.
Rebuttal Testimony of Randall White, submitted January 20, 2004, p. 10.
Mr. White explained his methodology in SBC sresponseto AT& T MS-143,
Attachment to SBC'sResponseto AT& T MS-143.

Attachment to SBC’sresponseto AT& T BFP-385.
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LoopCAT input “percent of non-integrated DLC.” The datain thisfile paint an
opposgite picture: utilization of integrated DLC (NGDLC) is actudly higher a [*** XX

% ***] versus [*** XX% ***] of non-NGDLC (UDLC) systems.®

IVE. Appropriate Measur e of Forward-L ooking Networ k Utilization

IVE (i) ICC'S Commentsto the FCC

DO THE COMMISSION'SRECENT COMMENTSTO THE FCC
INDICATE THAT IT ISAPPROPRIATE TO ASSUME THAT SBC'S
EXISTING NETWORK ISEFFICIENT, SUCH THAT ANY LEVEL OF
SPARE CAPACITY THAT CURRENTLY EXISTSSHOULD BE
CONSIDERED APPROPRIATE IN A FORWARD-LOOKING
ENVIRONMENT?

No, they do not. To the contrary, the Commission suggested to the FCC that we
should not assume that incumbents actua networks and engineering practices are
efficient. The Commission noted that mogt facilities were placed when the incumbents
were regulated monopolies and, as such, the incumbents did not have the proper
incentives to congtruct their networks efficiently. Moreover, the Commission suggested

that afill factor below 50 % would indicate an inefficient network:

Calculated as working loops divided by available loops. SBC’sactual fill study adjusts the denominator
by subtracting available uncommitted loops, for which we did not have the data.
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Most ILEC facilities were placed when the telecommunications
industry was a regulated monopoly, and placement of an efficient
network was not necessarily aprimary objective. Presuming that
an ILEC snetwork isefficient will probably tendtoincresse UNE
rates. For example, high fill factors would exigt in an efficient
network, whileafill factor of lessthan 50% would indicatethet the
network was not designed for efficiency.®’
While we believe the 50% vaue identified by the Commisson isremarkably
consarvative (i.e, amuch higher leved of fill should gtill be consdered
inefficient), we believe the Commisson’srationde is perfectly suited to rebut

SBC'sfill factor proposd in this docket.

DID THE COMMISSION EXPRESSITS OPINION REGARDING
APPROPRIATE FILL FACTORSIN ITSRECENT COMMENTSTO THE
FCC?

Yes, it did. The Commisson stated that the forward-looking fills approved in itsfirst
TELRIC Order —fills based on the target fill concept — are “within the range of
acceptable approaches.”® The Commission also confirmed its belief that, ... forward-
looking costs are most gppropriately recovered through forward-looking fillsand

depreciation lives. Other than the change in Illinois statute discussed above, the ICC
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Id., pp. 33-4.
Id., p. 48.
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has not been presented with any compelling evidence showing that thisisnot an

appropriate means of setting UNE rates.”*®

In addition, the Commission expressed its concern that adopting actud fill factors would
dramaticaly increase UNE prices. In fact, the Commission found that UNE prices
would have, in some cases, doubled had the rate changes mandated by the fill factor
and depreciation requirements of the enjoined Section 13-408 of the Illinois Public
Utilities Act goneinto effect.®® The Commission aso provided a number of examples
illustrating how competition in locad markets benefits consumersin Illinois, and noted

that this trend might not continue if UNE prices are increased.”

IVE (ii). Actual Fill Factors

MR. SMALLWOOD CLAIMSON PAGE 46 OF HISREBUTTAL
TESTIMONY THAT YOU HAVE MISCHARACTERIZED THE FCC'S
GUIDANCE ON THE USE OF ACTUAL FILL FACTORS. ISHE
CORRECT?

No. Mr. Smallwood failsto discredit or rebut our explanation of the FCC's Local

Competition First Report and Order. Mr. Smalwood clams that no one €l se agrees
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Id., pp. 52-3.
Id., p. 51.
Id., p. 52.

92



1897

1898

1899

1900

1901

1902

1903

1004

1905

1906

1907

1908

1909

1910
1911
1912
1913
1914
1915
1916
1917
1918
1919
1920
1921
1922
1923
1924
1925

Surrebuttal Testimony of

Michael Starkey
Warren Fischer

ICC Docket No. 02-0864

SBC has clearly mignterpreted the FCC's requirements for a
TELRIC compliant calculation of thefill factor. Staff hasfound no
indication initsreview of the FCC' s First Report and Order that
there was any intent by the FCC to permit the use of afill factor
based on the current usage of SBC Michigan's embedded
network built over its lengthy history. SBC's existing network
utilization cannot be reasonably expected to mimic utilization
inherent in an effident, forward looking network design and
congstent with the FCC's TELRIC rules. SBC has erroneoudy
relied on a point in time for its actud fill factors, which reflect its
exiding legacy network, consging of a mixture of older
technology and more recent additionsof newer technologies. This
isthe“actud” fill rdied on by SBC initsfill factors. The FCC's
requirement in paragraph 682 noted above, doesnot permit use of
an embedded concept of “actual”. Theterm “actud” asused by
the FCC is specificto the demand used to devel op per-unit cogts,

93

with our position that actud fill factors cannot be used. Mr. Smallwood is mistaken.
For example, heimplies that the U.S Court of Appedsfor the Seventh Circuit agrees
with his pogtion that actud fill vaues are the gppropriatefill factorsto use. A plain
reading of the citation included at page 41 of Mr. Smalwood' s rebutta testimony
clearly demongtrates that, according the Seventh Circuit, current fill factors may be used
only if they are the most efficient ones or are within arange that is a reasonable estimate
of that amount. Asthe aforementioned ICC comments to the FCC indicate, SBC's
actud fill factors cannot be reconciled with those of an efficient, forward-1ooking
network. The Michigan Public Service Commission Staff aso opined that SBC's
cdculaion of fill factors using its actud fill basad on its current utilization of the existing
network violates the FCC's TELRIC requirements. The Michigan Staff’ s pecific

concerns with SBC' sfill factor proposa are noted in detall in the following citation:
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not the actua leve of fill that will result. 1t isimperative thet there

be a proper matching between the TELRIC tota cost of an

efficent forward-looking network and the TELRIC per-unit

derivation that resuts. The term “actud”, as used by the FCC

refers to a reasonable projection of the actua tota usage

(demand) used to develop the forward-looking network.®
We present evidence in Section IVF below that convincingly demondgtrates that SBC's
actud fill factors are not efficient or forward-looking, and must be rgjected by the

Commisson.

ISMR. SMALLWOOD’'SINTERPRETATION OF THE FCC'STELRIC
NPRM CORRECT?

No, itisnot. Mr. Smalwood aso contends that based on its preiminary views
expressed in its TELRIC NPRM, the FCC does not agree with our interpretation of
forward-looking efficient fills. Aswe discussed in Section IVC (i) earlier in our
response to asmilar assertion made by Mr. William Palmer, Mr. Smalwood' s opinion
has no basisin fact. The FCC reached no conclusionsin this NPRM, nor did it provide
any affirmative statements; rather, it posed a series of questions only. What the FCC
did do in its NPRM was clarify its existing rules and, in doing so, made it clear that the
exiging rules do not support using actud fill factors as advocated by Mr. Smallwood

and SBC.

See In the matter, on the Commission’s own motion, to review the costs of telecommunications services
provided by SBC Michigan, Case No. U13531, Initial Comments of the Michigan Public Service
Commission Staff, January 20, 2004, pp. 25-26.



1948

1949

1950

1951

1952

1953

1954

1955

1956

1957

1958

1959

1960

1961

1962

1963

1964

1965

1966

1967

Surrebuttal Testimony of
Michael Starkey

Warren Fischer

ICC Docket No. 02-0864

STAFF WITNESSDR. QIN LIU POINTSOUT THAT WHEN CHOOSING
THE APPROPRIATE FILL FACTORS, THE COMMISSION SHOULD
MAKE TWO DECISIONS: 1) CHOOSE BETWEEN THE ALTERNATIVE
FILL CONCEPTS, AND 2) DECIDE THE VALUESTHAT THE SELECTED
FILL CONCEPT SHOULD TAKE. DO YOU AGREE?

Yes, wedo. For example, and completdy hypotheticaly, if the Commisson wereto
(inappropriately) decide to adopt the concept of actud fill factors, it should not
necessarily use the values SBC proposes. Aswe discussin Section IVF of our
surrebuttal testimony, only some of SBC's proposed fill factors are based on actua
information. In addition, SBC s actud fill sudy must be closdly audited. Thiswould
include verifying the information from the databas(s) from which SBC extracts its
facility counts and determining whether dl the components of the capacity in SBC' sfill

formula should be used.

HASTHE ICC RECENTLY COMMENTED ON PROBLEMS STEMMING
FROM FILLSBASED ON ACTUAL USAGE?
Yes. Asnotedin Section IVE (i) of this rebutta testimony, the ICC does not support

fills based on actud usage.
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IVE (iii). Dr. Qin Lui’sProposed Forward-Looking Actual Fill Factor
Methodol ogy

STAFF WITNESSDR. QIN LI1U SUGGESTSA NEW CONCEPT FOR FILL
FACTORS-ONE BASED ON THE SUM OF FUTURE DEMANDS AND
TOTAL FORWARD-LOOKING CAPACITY. HOW DO YOU EVALUATE
THISPROPOSAL?

We are afraid that Dr. Qin Liu’s conceptua framework crestes more questions than
answers. Additiondly, Dr. Qin Liu' s testimony directly contradicts the direct testimony
submitted by Staff witness Mr. Bud Green, who recommended that the Commission
affirm the target fill factors it adopted — as aresult of well-reasoned analysis based on a
complete record -- inits Second Interim Order. It should be clear to the Commission
by now that the parties to telecommunications proceedings are unable to agree on what
congtitutes current network capacity, an efficient network or efficient engineering
practices in plant deployment. Despite this dready existing degree of disagreement, Dir.
Qin Liu suggests expanding the list of issues to be debated in this proceeding to include
at least the following: (1) How should we properly forecast gppropriate demand,
especidly in thelight of the rapid changes in technology and regulatory environment?
(2) What should be the planning horizon? (3) What discount rate should be used in
summing demands from different time periods? Clearly, forecagting demand isa
sgnificat undertaking, especidly in telecommunications where demand is not “portable’

because it is associated with a specific geographicd location. This uncertainty of future
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demands and the speculative nature of its projections were two of the primary reasons
the FCC explicitly rgjected the use of ultimate demand in caculating fill factors. Ina
nutshell, Dr. Qin Liu'sanalyss does little more than to revive the notion of using ultimate
demand for purposes of gauging appropriae fill factors, without providing any redidic
manner by which to forecast it or account for it economically when setting rates for
current customers. As such, her theory isinteresting, but we' re afraid it providesthe
Commisson no ingght toward ultimately choosing aleve of fill to be adopted in this

proceeding.

DID STAFF SWITNESSDR. QIN LIU PROVIDE ANY DETAILSASTO
HOW SHE INTENDSTO DETERMINE FORWARD-LOOKING
CAPACITY?
No, her rebuttal testimony was slent on thisissue. Consequently, in AT& T Data
Request MS-111, we asked Dr. Qin Liu how she would ca culate forward-1ooking totdl
network capacity according to her forward-looking actud fill concept. Her response
lacked any substantive details about how one would go about determining such
capacity:

Thetotal network capacity refersto thetotal network capacity of

the FCC prescribed forward-looking most efficient network,

which isto be usad (in principle) to derive the UNE rates. If a

particular “network” meets the FCC's forward-looking most

efficient desgn standard, then dl capacity built into that network

would be included in cdculating the “forward looking totd
network capacity.
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The response above isavery high leve definition, but it provides no insght into how Dir.
Qin Liuwould recommend that we actudly put a number to the theory; hence, we are a
somewhat of aloss asto how to analyze her proposal in any leve of detail beyond the
theoretical level. Nonetheless, in a series of recent data requests Staff issued to SBC,
Dr. Qin Liu has asked SBC to provide detailed data on SBC's actud loop inventories.
Therefore, we assume that Dr. Qin Liu intends to use SBC' s loop inventory datain
some fashion in order to derive her view of forward-looking network capacity. If this
supposition is correct, we recommend Dr. Qin Liu examine our detalled andyss of
SBC'sloop inventory and SBC’'s methodology of calculating actud fill factorsin

Section IVF (i) of thistestimony to assess the viahility of usng SBC's actud data

IVF. SBC'SACTUAL FILL FACTORSARE NOT FORWARD-LOOKING

SBC WITNESSMR. WHITE STATESON PAGE 30OF HISREBUTTAL
TESTIMONY THAT THE FILLSUTILIZED IN MR. SMALLWOOD’S
LOOP STUDIESREPRESENT ACTUAL FILLS. ISTHISAN ACCURATE
STATEMENT?

Only to acertain degree. There are at least five reasons why Mr. White' s statement is
not completely accurate. First, SBC's proposed fill factors for its high capacity loops

are based on mere estimates of SBC' s subject matter expert, not on any estimate of
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actud utilization. Second, SBC' sfiber feeder fills are calculated as a product of two
percentages, one taken from SBC' s inventory data, and the other from afiber strand
count that conflictswith SBC's ARMIS data (we discuss thisissue in detail below). As
such, we are unclear as to how SBC rectifies its various sources of “actual data’ for

purposes of determining, even congstent with its own theory, its actud level of spare

capacity.

Third, to determine thefill factor for its NID/Building entrance facility, SBC failed to use
any kind of actua NID inventory or its engineering data at dl. Instead, SBC cdculated
thefillsindirectly from its billing data by counting lines associated with a particular billed
entity in aparticular location. Asdready explained by AT& T witnesses Messs. Fitkin
and Turrer in their direct testimony, these calculaions fall to account for the undisputed
fact that multiple businesses share the same building and, therefore, undergtate the fills.
In addition, SBC improperly discarded some of its billing deta pertaining to customer
locations with over 900 lines per location, which are the customers with higher than
averagefills. This, too, servesto undergtatefills. Further, in its revised loop cost
studies submitted in January 2004, SBC added a new type of residentia termination
equipment — terminals for multiple dwelling units. SBC did not provide any support for

thefill factors of theseterminds.
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Fourth, as we show below, SBC classfies some of its defective pairs as Universdly
Bad Pairs — pairsthat it considers uneconomical to recover and should not, therefore,
be included in any fill factor caculation. While these pairs continue to be tracked in
SBC'sloop inventories, no service can be assigned to them. Therefore, these pairs do
not appropriately congtitute network capacity and must be excluded from the

denominator of any fill factor caculation.

Findly, while SBC did useitsloop inventory to caculate fills of copper distribution and
feeder and feeder pair-gain devices, as we illustrate below, the accuracy of this
database is questionable at best. SBC does not conduct systematic audits of this
database. Therefore, this database reflects decades of facility modifications, and
inadvertently accumulates errors, especidly with regard to inective facilities. Our
conclusion that this database is inaccurate is a so supported by the discrepancies that
we have been able to identify relative to the database in just the short time within which

we have andyzed it.

MR. WHITE ALSO CONTENDS ON PAGE 5 OF HISREBUTTAL
TESTIMONY THAT SBC'SACTUAL FILLSREFLECT AN EFFICIENT
NETWORK AND “THE MOST REASONABLE PROJECTION OF FUTURE

UTILIZATION.” DO YOU AGREE WITH THESE STATEMENTS?
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No, absolutely not. First, based on SBC's own data, itsfill factors have been
decreasing as aresult of the fact that SBC has been increasing tota capacity while
usage has been decreasing. Below we discuss the possibility that the SBC/Ameritech
merger conditions, which limited removal of copper facilities, caused atemporary
increase in spare capacity. Consequently, it appears that this redundant capacity has
been (or if it has not, will be) removed since the date SBC submitted itsfill study, which

ggnificantly changes the sudy’s premise.

Second, the percentage of defective pairsin SBC' s network has been growing
noticeably — atrend that is certainly not characteristic of an efficient network, but

ingtead highlights a network experiencing dramatic technologica overhaul. In somewire
centers defective pairs condtitute over [*** XX % ***] of capacity, which can hardly
be consdered unavoidable or appropriate in aforward looking, efficient network. The
more likely scenario isthat SBC is aggressively overlaying its existing copper network
with amore advanced fiber network and, in doing o, iswilling to accumulate enormous
amount of short-term spare capacity for the benefits the new technology will bring in

the long term.

Third, defects are likely to occur in older facilities that have been dready depreciated.
Hence, to the extent defective pairs are congdered in the denominator of an “actud fill”

caculation, the resultant factor is understated. Further, it isimportant to note that a
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good dedl of SBC lllinois existing non-defective facilities has dready been fully
depreciated; consequently, SBC has aready recovered the capitd it invested in those
fecilities Therefore, to include these facilities in a calculation aimed at recovering future
costs would violate cost causation principle and lead to over recovery. As such, these

defective facilities should not be included in any forward-looking pricing methodology.

Fourth, SBC cdculates extremely and inexplicably low fiber feeder fills—between [***
XXX% ***]. Even assuming these are currently accurate — a stretch in and of itsdlf --
fillsthis low would never occur in aforward looking, efficient network and cannot be
sugtained for any sgnificant period of time. Again, we believe thesefill levels reflect the
fact that may of these fibers are rdatively newly deployed and were placed far in
advance of any known demand. In fact, we strongly believe that the reason SBC built
such excessve capacity isthat it anticipates a surge in bandwidth demand. Thisimplies
that SBC expects ardatively sgnificant increase in bandwidth demand a some point in
the near future, and that these facilities are not meant to represent efficient network sze
relative to current (or “actuad”) demand as required by the FCC. In other words, these
fills do not represent long-term utilization level's associated with an efficient carrier but,

again, represent fill levelsindicative of anetwork in technologicd trangtion.

Fifth, SBC' s broadband initiative causes both copper and fiber fills to decrease during

the trandtiona period while the broadband facilities are deployed. At the sametime,
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the upgraded network elements do not support stand-alone UNE loops, according to
SBC. Therefore, SBC' s proposed fills are not only transitiond, but aso force
competitors to subsidize the deployment of facilities that may not be unbundled for their

benefit. Later in thistesimony we discuss dl five pointsin detall.
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IVF (i). Inaccuraciesin SBC s Fill Study of Copper Loop and Pair Gain
Devices

PLEASE DESCRIBE SBC'SMETHOD OF CALCULATING ACTUAL FILL
FACTORSFOR ITSFEEDER AND DISTRIBUTION FACILITIES.

SBC extracted its outside plant assignment data from its LEIS/ILEAD systent for the
month of January 2002. SBC used these data™ to calculate actua fill factors according
to the following generd formula

Working Pairs
UsablePairs

Fill Factor =

Working pairs are from the extracted database, and usable pairs are calculated from

severa measures of the same database.

HOW DOES SBC CALCULATE USABLE CAPACITY FROM THE DATA IN
ITSLEISDATABASE?

SBC uses two different methods, depending upon the type of facility in question. For
DL C plug-in equipment (the smplest example), SBC counts usable pairs smply by
summing the number of equipped pairsin the database. For the three other segments—

copper distribution, feeder and DLC chassis— SBC defines usable pairs as available

63

Thisisreferred to below as “LEI S database.” The description of SBC’ sfill study is based on the direct
testimony of Randall White submitted December 24, 2002 and SBC's fill factor study
ILCurrentFillData2002 (Jan02).xls.

SBC provided these data in its origina filing as file ILCurrentFillData2002 (Jan02).xls among other
materialsin support of its Loop study.
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pairs minus uncommitted (not connected through) pairs, which is equivadent to the sum
of working, other assigned, spare committed and defective pairs. Assuch, SBC's
generaly methodology (at least with respect to copper cables and DLC hardwire
fadilities) can be further defined by the following equation:

Working Pairs
(Working +Other Assigned + Spare Committed + Defective Pairs)

Of further noteisthat SBC counted feeder facilities as those terminating at the centra
office and digtribution cables as cables terminating &t the Feeder-Didribution

Interface.®

HOW CAN THE COMMISSION ASSESSTHE ACCURACY OF SBC’SFILL
STUDY?

The key issueisthe accuracy of SBC' s outside plant assgnment database.,
Unfortunately, we do not have any meaningful way to verify its accuracy. While SBC's
count of working pairs can be roughly checked by looking at the line count data, there

is no aternative source for non-wor king capacity against which SBC' s reported spare

65

In aresponse to AT& T Data Request MS-141, SBC explained that in some cases, distribution cableis
classified as F2, F3 and etc., and the LEIS database, which counts Fn cables, would add up these
sequential segments of distribution cable. SBC noted that thisis not a standard engineering procedure
anditislikely to be associated with older plant.
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capacity could be verified. The publicly available ARMIS Infrastructure Report 43-07

contains feeder capacity counts, but is actually generated from the same LEIS system.®®

HAS SBC ESTABLISHED PROCESSESTO AUDIT THE INFORMATION
INITSLEISDATABASE?

AT&T asked SBC this question in discovery.®” SBC provided a vague response that it
is each engineer’ gplanner’ s respongibility to update and review the data, and that

reviews and updates are done “ as required.”®

SBC did not provide any detall asto
how often these reviews are actualy required. SBC aso mentioned a more specific
procedure: i.e., each month certain computer programs look for discrepanciesin the
database. Another discovery question requested reports of any audits conducted on
SBC's LEIS database in the |ast three years®® SBC responded that there “are no
reports of audits on the LEIS system over the past three years”™® From this
information, we concluded that updates to the LEIS database are likely to be either
gamdl-scale — made when an engineer works on a particular network segment, or limited

to the scope of obvious incons stencies that a computer program can detect. SBC did

not identify any sgnificant and systematic procedures in place for auditing the entire

66

67

68

69

70

See Telcordia Technologies LEAD/FACSPVI User Guide and Methods and Procedur es. BR 901-600:014.
Issue 15, June 1999, section 10.10. Provided in SBC'sresponseto AT& T Data Request BFP-175.

See SBC’sresponseto AT& T Data Request BFP-181.

Id.

See SBC’sresponseto AT& T Data Request BFP-182.

Id.
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inventory of its outsde plant facilities. Without a systemetic audit, the accuracy of a

database of such detail, Sze and long higtory is highly questionable.

DO THE LEISRELATED MANUALSPOINT TO POTENTIAL ERRORS
INFILL CALCULATION THAT MIGHT ARISE BECAUSE OF THE WAY
THE DATA ARE STORED IN THISDATABASE?

Yes, they do. Telcordials LEAD/FACSPVI User Guide and Methods and
Procedures mentions that some cables could be incorrectly classfied as feeder cables
terminating at the central office.” These cables might actually be cables working within
acentral office, distribution cables inventoried as feeder for convenience or feeder
cables owned by another company. Obvioudy, such incorrect classfications would

digtort the fill calculation for feeder and distribution.

The same manud explains that spare pairs would be over-stated for some DLC systems
that provide specia and coin lines.”® This happens because two pairs would be
associated with these lines, even though only one pair would be working. The other

pair is counted as spare but it cannot be used to provide service. SBC's Consolidated

Loop Reference document” describes a similar situation where pairs would be

71

72

73

See Telcordia Technologies LEAD/FACSPVI User Guide and Methods and Procedures. BR901-600:014.
Issue 15, June 1999, Section 10.12.5. Provided in SBC'sresponseto AT& T Data Request BFP-175.

Id., Section 4.9.

See SBC Consolidated Loop Document, Section 1.4.1.7, which was provided in response to Staff Data
Request QL-4.14.
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consdered as available facilities but, in redity, are unavallable: idle assigned pairs (a
typeof other assigned pairs) include “ derived pairs made unavailable for service by
virtue of specid service plug-insin adjacent dots (e.g. ISDN & coin cards on Digital
Loop Carrier), or ports not utilized by the equipped plug[in].” Ancther specific
problem isthe identification of facility ssgments and classification of cables associated
with remote switching units (*RSUS’). These cables can be classified differently
depending on whether the remote switch isinventoried as a cross box or aswitching
frame, which would result in different counts of feeder cable. SBC actualy used this
Stuation as a possible reason for the observed mismatch between its feeder and
distribution fadilitiesin severd offices™ SBC explained that such amismatch could
have happened because cables between central offices and RSUs were not counted as

feeder facilitiesin the LEIS database.

The Bellcore Loop Technology Planning manua warns™ that when examining facility
assignment reports for the available spares, the planner needs to be aware of cables
scheduled for retirement. Smilarly, SBC's guiddines for facility expanson planning

indruct its personnd to identify candidates for remova when determining available

74

75

SBC’'sResponseto AT& T MS-141.

See Bellcore Practice BR 916-100-017, Loop Technology Planning, Issue 2, June 1993, p.57whichwas
provided in SBC' s response to Staff Data Request PL 1.24.
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capacity.” Clearly, pairsthat are scheduled for retirement do not constitute usable

capacity and should not be counted in the fill calculation.

WERE YOU ABLE TO IDENTIFY ANY ANOMALIESIN SBC'SFILL
DATA?

Yes, wewere. Firg, in severa rurd wire centers the number of total working feeder
parsisless than the number of working copper distribution counts. In response to
AT&T Data Request MS-141, SBC explained that this mismatch might be occurring
because LEIS does not track the feeder between a host switch and a Remote Switching
Unit (RSU) that is embedded inside the host. SBC' s response aso noted that the RSU
is not aforward-looking technology. However, this explanation does not remedy the
mismatch because in aforward-looking network, these lines would require a feeder
facility that the LEIS database does not register. In other words, SBC' s count of
working feeder isinsufficient to support its working copper distribution. Second, for
another set of wire centers, total working feeder counts are less than the residentia and
business line counts reported by SBC inits NID fill studies.”” Again, it appears that the
count of working feeder facilities fals short of the amounts necessary to support the

number of working lines. Third, for anumber of months in particular wire centers, the

76

7

See SBC Consolidated Loop Document, section 1.9.8, which was provided in response to Staff Data
Regquest QL-4.14.

See SBC'sfilesAlT-Res-Prim-AdI-Lines_IL 2002.xls and Al T-Bus-Prim-AdI-Lines_IL 2002.xIs providedin
SBC’soriginal filing in support of its loop study.
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count of uncommitted pairsis greater than the count of spare pairs, despite the fact that
uncommitted pairs are supposed to be a subset of spare pairs.”® Quantitatively, the
effect of this particular discrepancy is smdl, but it, dong with the other more subgtantive
examples above, illugtrates an important fact: i.e, SBCisrelying upon itsLEISLEAD
database for information it was never intended to provide (i.e., an overdl measure of
pare capacity availablein the network). SBC's programs — designed to discover such
discrepancies — should have identified these obvious errors. If SBC's programsfailed

to detect these obvious errors, they have certainly failed to detect the less obvious ones.

INHISREBUTTAL TESTIMONY, MR. SMALLWOOD CLAIMSTHAT
CURRENT FILLSARE THE BEST ESTIMATE OF FUTURE
UTILIZATION.” HOW DO SBC’'SFILL FACTORS CHANGE OVER
TIME?

Based on the SBC data extracted from LEIS, there has been a steady decreasein
SBC sreported actud fills over the last few years. The following two tables summarize
SBC'sdidribution and feeder fill factors for the available time periods. The main
observation to be gleaned from these tablesis that fill factors are falling because SBC's

reported capacity (usable pairs) is growing faster than its reported usage (working

78

79

Data sources are 12 fill files from October 2001 through September 2002 provided in SBC’ s response to
AT& T Data Request BFP-249. Thisdiscrepancy existed for derived feeder facilitiesin one wire center for
11 out of 12 months and for distribution copper for the last 3 months in another wire center.

Seerebuttal testimony of James Smallwood, submitted January 20, 2004, p. 49.
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pairs). Infact, distribution usage has been falling starting in 2001, while capacity has
continued to increase. In contrast, from 1997-1998, in agmilar Stuation of faling

usage, SBC did not increase capacity. Rather, SBC drastically decreased its capacity,
asthefirg table shows. This data once again supports our contention that the relatively
high level of spare capacity existing in the SBC network at the time SBC calculated its
“actud fill” factorsisaresult of the technologica overhaul SBC has undertaken with

respect to its network, and not a sustainable efficient level of spare capacity that would

occur in the long term.

[*** BEGIN CONFIDENTIAL***]

SBC’s Copper Distribution Fillsin Illincisin 1997-2003%

80

Calculated from data sources. a) for 1997-2000: Excel attachment to SBC's Supplemental Response to
AT&T MS55; b) for 1/2002: SBC'sfill study ILCurrentFillData2002 (Jan02).xls; c) for 2002 and 2003:
attachment to SBC’ sresponse to Staff Data Request QL-4.10.
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[*** END CONFIDENTIAL ***]

Note that the statewide fill factors do not reflect the same degree of disconnect between
changes in demand and capacity. For example, what looks like amoderate [*** XXX
% ***] growth in cgpacity during 2002 actualy included a large amount of plant
remova in wire center CHCGILMO, which caused a negative capacity growth of [***
XXX % ***] in SBC's suburban zone. The details of this plant remova are discussed
in Section IVF (ii) of our surrebuttal testimony. Conversaly, capacity increased in the
other two zones by atota of [*** X% ***] despite the continued declinein the
number of working pairsin these zones® Given that in 2002 SBC ingituted more
stringent guideines for plant deployment on atemporary basis® one has to wonder
how efficient SBC is a forecagting growth and planning its network. One dso hasto

wonder why capacity is growing despite a decrease in demand.

For DL C feeder, usage has been increasing in recent years, but itsgrowth ratewas severd
times lower than the growth in overdl DLC capacity. What is particularly notable in the

second tableisthat defective pairs grow fagter than the available capacity in the timeframe

81

82

Growth rates for all zones are calculated from the attachment SBC provided in response to Staff Data
Request QL-4.10.

See direct testimony of Randall White, p. 10 and SBC' s Response to Staff Data Request PL 1.07a.
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2281 studied. For example, for DLC feeder, defective pairs grew by over [*** XX% ***]in
2282 12 months, which is saverd times higher than the growth in al available DLC capacity.
2283 Again, changes in cagpacity do not seem to be digned with the changesin usage. Aswe
2284 explain below, such disparity between the growth rate of capacity and usage of DLC
2285 equipment can only be explained by the massive overlay project that SBCisconductingin
2286 anticipation of the future demand for its bandwidth services.

2287 [*** BEGIN CONFIDENTIAL ***]

2288 Decreasein SBC’sFillsin Illinois during October 2001 - September 2002%

2289

2290

2291

2292

2293

2204

2295

2296

2297 [*** END CONFIDENTIAL ***]

2298

2299 IVF (ii). Inappropriate Componentsin Total Capacity

2300

8 Calculated from the data source: files provided in SBC’ sresponseto AT& T Data Request BFP-249.
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STAFFWITNESSDR. QIN LIU SUGGESTSTHAT REDUNDANT CAPACITY
SHOULD NOT BE INCLUDED IN THE CALCULATION OF A FORWARD-
LOOKING FILL.* DO YOU AGREE?

Absolutdy. Dr. Qin Liu described two Stuations of redundant capacity — demand
projection that did not materidize and population depletion. The redundant segment of
the network would not be built if we had better information, or this segment would
eventualy be removed or abandoned in place. Actud fill factors would include this
redundant capacity despite the fact that there is no need to “recreate’ redundant
capacity in aforward-looking cost modd. In fact, such redundant capecity is

incons stent with aforward looking network congtruct. One example of such redundant
capacity is SBC's subgtitution of copper feeder with fiber facilities through an overlay

process (an activity that is clearly at the heart of SBC's current network deployment

drategy).

WOULDN'T SBC HAVE REMOVED REDUNDANT CAPACITY WHERE
IT EXISTED?

Not necessarily. Note that certain regulatory factors that were in effect before and
during the period in which SBC undertook itsfill study may have temporarily retarded
SBC's progress in removing redundant capacity based upon its own regulatory

commitments. For example, in September 2000 the FCC, in its SBC/Ameritech

See rebuttal testimony of Qin Liu submitted January 20, 2004, p. 31.
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Merger Order,® temporarily restricted the retirement of SBC's copper plant.
According to these merger conditions, from September 2000 to September 2003, SBC
was not allowed to retire more than 5 % of the total copper mainframe terminated plant
in service in September 2000. In addition, for one year starting in September 2000,
SBC was not dlowed to retire any mainframe terminated copper plant overlaid by
NGDLC facilities. Therefore, it islikely that SBC was not retiring its copper plant as
quickly asit would otherwise have done so as aresult of these exogenous one-time
redrictions. In such a Stuation, spare copper feeder in SBC' sfill factor study (dated
January 2002) would show an increase, but thisincrease would be of atemporary

nature linked directly to SBC's merger with Ameritech.

IN YOUR REVIEW OF SBC’'SLOOP INVENTORY DATA, DID YOU FIND
ANY CASESTHAT SUGGESTED THAT REDUNDANT CAPACITY WAS
IDENTIFIED AND REMOVED BY SBC SUBSEQUENT TO THE TEST
YEAR IT USED FOR ITSFILL DATA?

Yes, wedid. A comparison of the January 2002 data (the fill study) to the Smilar data
provided by SBC for other months® revedls some noticesble changes in the wire center

fadilities counts. For example, between January 2002 and September 2002 the number

85

86

See In the Matter of Ameritech Corp., Transferor, and SBC Communications Inc., Transferee. Second
Memorandum Opinion and Order, CC Docket No. 98-141, ASD File No. 99-49. Rel eased 9/8/00. Appendix

A, paragraph 7.

Files for October 2001 through September 2002 provided in SBC’ sresponseto AT& T Data Request BFP-
249 (Thefilefor January 2002 contains the data used for SBC'sfill study).
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of available copper digtribution facilitiesin wire center CHCGILMO dropped by [***
XXXX ***] lines, or [*** XX% ***] of total available capacity in this wire center,

induding aone-month decrease of over [*** XXXXX ***] avalable pairs.

HASSBC CONTINUED TO REMOVE COPPER FACILITIESTHAT WOULD
HAVE BEEN COUNTED ASAVAILABLE FACILITIESINITSFILL FACTOR
STUDY?

Staying with that same centra office (CHCGILMO), we see that the decrease in usable
capacity in this wire center continued through 2002 and 2003, and the total reduction is
equal to [*** XX% ***] of usable capacity previously captured in SBC'sfill study.®’
Compared to other wire centersin SBC Illinois s database, this wire center continues to
have one of the lowest fill percentages. For example, in January 2002, the timeframe
included in SBC's study, centrd office CHCGILMO had the second lowest distribution
filll a [***XX% ***].88 We can only speculate that this drastic reduction in available
capacity was not a database adjustment but, rather, occurred as aresult of the removal
of inefficient facilities. 1f SBC did indeed undertake such significant effort in removing
this capacity in 2002 and 2003, then this capacity was not efficient and should not have
been included in what SBC characterizes as and includes in the caculation of a

forward-looking fill. Thistype of dramatic change over time due to ongoing enginesring

87

88

See attachment to SBC'’ s response to Staff Data Request QL-4.10 which contains distribution, cpacity and
usage data by year.

Calculated from SBC'sfill study file ILCurrentFillData2002 (Jan02).xls.

116



2358

2359

2360

2361

2362

2363

2364

2365

2366

2367

2368

2369

2370

2371

2372

2373

2374

2375

2376

2377

Surrebuttal Testimony of
Michael Starkey

Warren Fischer

ICC Docket No. 02-0864

activities dso highlights the relaively volétile nature of relying upon an “actud fill”

methodology, another fata flaw to SBC's proposa.

Q. STAFFWITNESSDR. QIN LIU STATESTHAT ONLY A SMALL
PORTION OF SPARE CAPACITY ISBUILT BECAUSE OF DEFECTIVE
LOOPS® DO YOU AGREE?

A. Dr. Qin Liu provides no datain support of her contention; hence, we cannot directly
critique her andysis. However, the data available in this case from SBC would appear
to refute her claim. Thefollowing table lists SBC' s defective pairs as percentages of the
total usable pairs (the denominator of SBC' sfill factor). Asthe table demondtrates,
defective pairs conditute dmost [*** XX% ***] of copper feeder, and over [***
X% ***] of copper distribution usable capacity in the state. Obvioudy, in some wire
centers these percentages are higher than the average, with the maximum defective
percentages being [*** XX% ***] for copper and over [*** XX% ***] for DLC
chasss. The share of defective pairsis even higher when caculated as a percent of
Spare capacity. For example, on the statewide level, defective copper feeder
congtitutes [*** XX% ***] of gpare capacity, including over [*** XX% ***] inthe
suburban zone. 1n other words, spare capacity in the state could be decreased by [***

XX ***] if not for the large number of SBC' s defective pairs.

¥ Seerebuttal testimony of Qin Liu submitted January 20, 2004, p. 9, footnote 16.
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2377 [*** BEGIN CONFIDENTIAL ***]

2378 Defective Pairs as Per centage of Usable Pairsin SBC’sFill Study®

2379

2380

2381

2382

2383

2384

2385

2386 [*** END CONFIDENTIAL ***]

2387

2388 Q. THISTABLE SHOWSTHAT A SIGNIFICANT PORTION OF SBC’S

2389 CAPACITY ISDEFECTIVE. SHOULD ALL DEFECTIVE PAIRSBE

2390 INCLUDED IN THE CALCULATION OF AN ACTUAL FILL FACTOR?*
2391 A. No, they should not. Clearly, no efficient, forward-looking design would incdlude such
2392 high percentages of defective pairs. Incluson of all defective parsin the fill factor
2393 denominator improperly increases the denominator and lowers the actud fill factor.
2394 Theoreticaly, defective pairs can be repaired and made available for provisoning the
2395 sarvice. However, SBC's actual percentages of defective pairs are too high to be

% Calculated from SBC s actual fill study, file ILCurrentFillData2002 (Jan02).xls.
%t Seedirect testimony of Randall White submitted December 23, 2002, p. 27.
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serioudy considered forward-looking — the claim SBC makes aboutt its actual fills®
Further, SBC’sloop assgnment data, as well asits procedures for defective pair
recovery and its guiddines for its outside plant force, clearly Sate that SBC classfies
some of its defective pairs as uneconomica to recover and, hence, unusable. Below we
describe the nature of this evidence. And finaly, defects are more likely to occur in
older plant — plant that has already been depreciated and does not, therefore, constitute

dlowable cod.

WHY DO YOU BELIEVE SBC HAS SUCH A HIGH PERCENTAGE OF
DEFECTIVE PAIRS?

Again, itislikey aresult of two factors. (1) the sheer age of SBC'soutside plant asa
whole and (2) the fact that SBC is overlaying its existing network with a new technology
(and is thereby foregoing maintenance on defective pairs relying, instead upon older
technology and smply building new fadilities). Both would explain the subgtantialy
exaggerated level of defective plant that appears to exist in the SBC Illinois network, as

well as the remarkably high level of short-term spare capacity.

STAFF WITNESSDR. QIN LIU STATESTHAT “NON-REVENUE

GENERATING CAPACITY” (SPARE CAPACITY) INVOLVES

See, for example, rebuttal testimony of Randall White submitted January 20, 2004, p.4.
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INVESTMENT COST THAT HASTO BE RECOVERED FROM THE
WORKING CAPACITY.® ISTHISALWAYSTHE CASE?

Asagenerd rule, Dr. QinLiuiscorrect. However, defective pairs are anotable exception.
Depreciation rates already reflect the fact that facilitieswill eventually become defective at
some point and can no longer be used. Hence, if weindude defective pairsinthegauging
of the capacity required in aforward-looking network, we in effect double recover costs
associated with defective plant. From the standpoint of both accounting and forward-
looking cost modding, the costs of fully depreciated facilities, whether working or

defective, are zero and, therefore, should not be included in pricing UNE eements.

HOW MUCH OF THE SBC'S OUTSIDE PLANT IN SERVICE IS
DEPRECIATED?

A dgnificant portion of SBC's outsde plant in service is fully depreciated and does not
appear inits accounting books. In adiscovery response, SBC provided™ these datafor a
number of accountsthat involve outsde plant. Thetable below liststhese data by network
component towhich fill factorsgpply in SBC' sloop studies. Though thereisnot aone-to-

one correspondence between these network components and plant accounts (for example,

plant accounts do not distinguish between feeder and distribution), these datatill providea

good indght into the extent of depreciation of the existing plant facilities Asthe table

93

94

Seerebuttal testimony of Qin Liu, submitted January 20, 2004, p. 12.
Attachment to SBC's Response to Joint CLECs 1.102.
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2434 demongtrates, over [*** XX % ***] of SBC's copper fadilities in sarvice are fully
2435 depreciated. At the sametime, SBC proposes, through the use of its actud fill factors, to
2436 indude the costs of dl these facilities in the loop price. In other words, for every two
2437 copper pairs that engineering guiddines place for an average resdentid unit, one pair in
2438 SBC snetwork isfully depreciated and does not exist from the accounting and economic
2439 standpoint and, therefore, should not be included in UNE prices,

2440

2441 [***BEGIN CONFIDENTIAL***]

2442
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Depreciation and Proposed Fills of SBC’s Outside Plant

95

Depreciation percentages are from attachment to SBC’ s Response to Joint CLEC Data Request 1.102. Fill
Factorsare from SBC'sLoopCAT filesfor 2-wire analog loops.
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[***END CONFIDENTIAL***]

DID DR. QIN LI1U EXPRESSAN OPINION ASTO WHETHER ALL
DEFECTIVE PAIRSCONSTITUTE TOTAL NETWORK CAPACITY?

No, Dr. Qin Liu did not provide such detall in her rebutta testimony. The only
reference to defective loopsin Dr. Qin Liu' stestimony is the footnote that only asmal
portion of spare capacity is being built because of defective dircuits® Aswe have
aready noted, however, defective pairs condtitute an unusudly sizable portion of SBC's
network. Further, this percentage appears to increase steadily over time. It istherefore
important that the Commisson understand that some defective circuitsin SBC's
network are unusable, and that SBC, from an engineering perspective, does not
consder them vaid sources of additiond capacity (yet it includes them as such when
cdculating its“actud fill” factors). Asaresult, they cannot be included in any

reasonable fill factor caculation.

HOW DO THE LOOP ASSIGNMENT DATA SUPPORT YOUR

STATEMENT THAT NOT ALL DEFECTIVE PAIRSARE USABLE?

96

Id., p. 9, footnote 16.
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In addition to its fill sudy that contains data for January 2002, SBC provided smilar
information for other time periodsinitsresponsesto AT& T discovery questions. Weused
these additiond data to trace changes in the number of defective pairs over time. The

summary of this analyssis presented in the following table,
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[*** BEGIN CONFIDENTIAL ***]

Per centage of Defective Pairsfor SBC Illinois over Time®

[*** END CONFIDENTIAL ***]

The main point we observed as aresult of our inter-temporal comparison isthat the
count of defective pairsincreases not only in absolute value, but also as a percentage of
usable and available pairs. In lessthan five years, the share of defective copper in the
distribution plant grew by 2.7 percentage points, or 1.5 times. In other words,
defective pairs grew faster than the number of avalable or usable pairs. Whilethisis

somewhat counter-intuitive because we expect that defects should decrease over time

97

The percentages are calculated as defective pairs over usable pairs. Data source for 1997-2000istheExcd
attachment to SBC’s Supplemental Response to AT& T Data Request MS55. This file contains only
copper distribution data for end-of-year (EQY). Data sources for October 2001 and September 2002 are
filesprovided in SBC' sresponseto AT& T Data Request BFP-249 |LCurrentFill Data2002 (Oct01).xlsand
ILCurrentFillData2002 (Sep02).xls. The data source for January 2002 is SBC's fill study
ILCurrentFillData2002 (Jan02).xls.
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as the network is upgraded with modern equipment, we believe the answer to this
puzzle can be found in the fact that SBC is currently in the process of over-laying its
network with new technology. Hence, instead of repairing defective pairs, in the short
term, it issmply replacing them with new technology, thereby causing a steady increase

in both the absolute count, as well as percentage of defective pairs in the network.

Another important observation isthat on awire center leve, the rdlative leve of
defective pairs among the wire centersis rdatively stable such that wire centers that had
the highest defective ratesin SBC' sfill study (January 2002 data) showed smilarly high
defective ratesin other time periods. These observations suggest that SBC is not
making a sufficient and systematic effort to restore its defective pairs, and that SBC's
new growth istypicaly addressed by adding new pairs rather than restoring defective
pars. Thisisanother reason that SBC's current actud fills are not representative of an

efficient, forward-looking network.

DID YOU REVIEW SBC’'S PROCEDURES REGARDING RECOVERY OF
DEFECTIVE PAIRS?

Yes, wedid. Inarecent dataresponse,® SBC provided its current procedures for
recovery of defective pairs. These procedures clearly state that: (1) SBC consdersit

uneconomical to recover certain defective pairs; (2) some defective pairs are assgned

See SBC Responseto AT& T Data Request MS-138.
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satus of Universal Bad Pairs— pairs that are determined uneconomical to recover
and that are not considered spare capacity; (3) these Universal Bad Pairs (UBP) are
il reported in loop inventory databases; and (4) even in the case of facility
shortages, recovering defective pairsislow on the priority list of sourcesfor the
necessary capacity. Below are the excerpts from SBC' s procedure for Bulk
Defective Pair Recovery Process” — SBC's systematic process of increasing spare
capacities through recovery of defective pairsinstead of building new capacity
(emphasis contained in source document).

Section 1.1:

As a generd rule, it is not economica or necessry to clear

defective pairsin cable complementswhere ample sparefacilities
exig or where no documented growth ispredicted. Additiondly, it
is sddom economica to recover dl defective pars in a
complement or location.

Section 1.2;

There are various definitions for UBP, however, all are based on
cost to benefit for clearing. For this reason, a UBP will include,
but will not be limited to:

Single pair defects in underground and buried plant

Defects in a cable section between manholes

Defects intentiondly created in the field to make other pair(s)
good

A UBP shdl not beassigned or given as acandidate replacement
pair for field use

9

See SBC's Bulk Defective Pair Recovery Process, AM-936-400-007 provided as Attachment 2 to SBC
Responseto AT& T Data Request M S-138.
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2574 - A UBPwill be counted the same as aworking pair

2575 - A fidd technician may status a pair as UBPif it is determined to

2576 be uneconomica to recover

2577 Exhibit 5: LFACS Defective Pair Adminigrative Guiddines:

2578 The reestablished defectivetype"UBP' (Universd Bad Pair) isto

2579 be posted againg the involved pair(s) when notified as such.

2580 However, any pair posted as UBP shdl not be used or given asa

2581 candidate replacement pair.

2582

2583 Similar guidelines are contained in SBC' s Defective Pair Recovery Order (DPRO)'™ —
2584 SBC' sprocessthat gpplies when orders cannot be assigned because of alack of facilities:
2585 Section 4.2:

2586 The criteriafor aUBP gatusis based on the inaccessibility of alocation

2587 and/or excessve work hours required for the defective pair recovery,

25838 i.e, angle pair defect in the underground; defect in the cable section

2589 between manholes.

2590

2591

2592 Q. HOW DO SBC'SOUTSIDE PLANT GUIDELINES AND PRACTICES

2593 TREAT DEF